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Prrface to the 1974 Reprint 


Modern economics may quickly turn into old-fashioned 
economics. Though the main body of economic theory has 
not changed substantially since the first edition of this book 
was published, there have been shifts in accent and new 
developments. The main shift was a conspicuous come-back 
of classical theory, which made itself felt in the field of 
economic growth; and a new development concerns the 
limits and the dangers of growth. These issues are incorpor¬ 
ated in this new edition. It also discusses the pros and cons 
of floating rates of exchange in the light of the experience of 
the seventies. 


J. PEN 



CHAPTER I 


Three Trends in Modern Economics 

1 • WHAT IS MODERN ABOUT MODERN 
ECONOMICS? 

The object of this book is to describe a number of the main 
aspects of modem economics. More precisely, its aim is to give 
the reader an impression of what is modern about modern econo¬ 
mics by surveying the development of the subject in the last 
twenty-five years. This is really a rather precarious undertaking. 
For what is modem? We tend to describe as modern something 
that happens to have caught our eye, forgetting that our hobby¬ 
horses may have been ridden by others long before. For this 
reason it is as well to bear in mind that some economists do not 
rate the progress of their science particularly high. Half in jest, 
the proposition has occasionally been defended that every fancied 
new feature can already be found in the work of Alfred Marshall, 
the great exponent of the classical tradition, who published his 
Principles of Economics towards the end of the last century (1890). 

And, apart from the question whether the modern aspects of 
a science can be easily picked out or not, the difficulty remains 
that many new finds are less important than they appear at the 
time. If we search only for what is modern, we run the risk of 
overlooking truths which have stood the test of time and which 
are more important than the passing whims of fashion. 

But if I nevertheless go in search of the modern elements in 
economic thought, the reason and the justification for this are 
that 1 really do believe that there is something new about it. Tt’s 
all in Marshall' is amusing and provocative, but it is not true. 
Marshall’s view of the relations between important economic 
quantities such as consumption, investment, taxes, and national 
income differed from ours. The examination of these relations is 
called ‘macro-economics’. In Marshall’s view the national 
economy functioned differently from the way we see it. And this 
modification in economic theory, which for the greater part dates 

11 



MODERN ECONOMICS 

from the 1930s, has meanwhile had sufficient time to prove 
its raison d^etre. Modern macro-economics is not a whim of 
fashion, although of course it is not an eternal truth either. 

Today, in the seventies, there are three trends predominating in 
economic theory. In the first place there is Neo-Keynesianism 
called after John Maynard Keynes (1883-1946). His contribution 
consisted in resolving the impasse that classical economics had 
reached in the thirties. In those days the economists were almost 
heedless of the possibility of general overproduction. They 
believed that certain mechanisms attended to a general balance 
between supply and demand; the Depression forced them to face 
facts, such as mass unemployment, for which they had no answer. 
Keynes supplied an explanation of these symptoms of paralysis, 
but his theory goes much further than an explanation of un¬ 
employment. It grew into an analysis of the interplay of income 
and expenditure. Pride of place is given to national income; how 
it comes into being and how it is spent. This analysis still occupies 
an extremely important place in economics, as the following 
chapters will .show. There Neo-Keynesian theory is confronted 
with the older, classical theory, which believes essentially in the 
equilibrium of supply and demand. But Keynesian theory is also 
confronted with another, and veiy old, interpretation of the 
economic process: monetary theory. The latter assigns a strategic 
role to the stock of money. In the Neo-Keynesian theory of 
circulation money exerts a more modest influence. This difference 
of opinion dominates many modern discussions. The conflict 
between Keynesians and monetarists will be discussed below. 
And yet both have much in common; they are both interested in 
signs of trouble, such as inflation and deflation. 

A second trend in modern economics is the renaissance of the 
classical theory. Just after Keynes it looked as if classical was 
synonymous with old-fashioned, but the theory’s adherents did 
not take this lying down. And it soon proved that the Keynesian 
and the classical approaches supplemented rather than excluded 
one another. Keynesian analysis considers the creation and spend¬ 
ing of money income at a given productive capacity; classical 
theory is interested above all in the volume of productive capacity. 
That stands us in good stead if we study economic growth. In 
the fifties and sixties growth came increasingly into the limelight, 
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THREE TRENDS IN MODERN ECONOMICS 

which led to a renewal of interest in classical thought. True, a 
kind of Keynesian growth theory had also developed, but at the 
end of the fifties this was swamped by the classical revival. The 
repercussions are still noticeable in modem economics, and this 
is reflected in what follows, notably in Chapter X, which is devoted 
entirely to growth. 

In the course of the sixties a new, gloomy view of industrial 
growth emerged. It came to be asked whether mankind will not 
founder in dreadful pollution and destruction of the natural 
environment. These discussions became particularly timely in the 
seventies, notably through the research work of pioneers like 
J. W. Forrester and D. L. Meadows. They predict doom and ruin 
unless we put a rein on population growth and industrial 
expansion. This pessimism is also a characteristic aspect of 
modern economics. It may be regarded as a rethinking of the 
classical growth theory; it is discussed at the end of Chapter X, 
and when economic policy is under consideration (Chapter Xll, 
section 4). 

A third characteristic of modem economics is the pursuit of 
quantification through the use of statistics and statistical tech¬ 
niques. This tendency is of course not a new one. In the year 1679 
Sir William Petty endeavoured to launch a new science, which he 
called ‘Political Arithmetic’, and which had the object of collect¬ 
ing quantitative knowledge on economic, social and political life. 
But in the last few decades the technique of measurement has 
advanced so considerably, and the set of concepts required for a 
quantitative theory has been improved so greatly, that we may 
speak of a new and striking development. Moreover, it has been 
found that a number of important qualitative problems can only 
be solved quantitatively, through statistics. These problems are 
to be found particularly in the province of macro-economics. 
There is a fairly close connexion between the development of 
Keynesian theory on the one hand and modem quantitative 
economics on the other. But the classical revival at the end of the 
fifties, too, profited a great deal from these statistical techniques. 
As will be shown later, the strategic determinants of economic 
growth proved to be different from what was believed earlier, and 
this insight was the result of econometric work. Moreover, the 
typical modem growth pessimism of the late sixties was the out- 
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come of quantitative research; pollution, the depletion of natural 
resources, overcrowding and disaster were predicted by sophisti¬ 
cated econometric methods, aided by computers. It can be said 
that economists nowadays think in terms of models. This is true 
of the Neo-Keynesians, a little less so of the monetary school, 
very much so of the Neo-Classical theory and particularly so of 
the growth pessimists. Forrester claims that his "multi-loop non¬ 
linear system’ produces outcomes that could not otherwise have 
been discerned by the human mind. Reasons enough to consider 
model building as an important, separate subject. 

As I see it, these three trends give modem economics its 
present-day look: Keynesianism (and its controversy with the 
monetary school); the Neo-Classical revival in the study of 
economic growth (including the recent concern about the limits 
to growth); and the search for quantitative relations. Around 
these three streams are grouped other ‘modern* pieces of theory: 
about wages, prices, government expenditure and taxation, and 
they certainly deserve to be dealt with; but the next sections will 
start with a general impression of these three themes of modern 
economics. Before we try to present this bird’s eye view an 
important distinction must be clarified: that between macro- and 
micro-problems. The distinction is vital to everything that 
follows. 


2 MACRO VERSUS MICRO 

This book deals with macro-economics. That is to say, it speaks of 
the ‘great variables’ or ‘aggregates’, such as national income, total 
production, total consumption, the price level, government 
expenditure. Micro-economics, on the other hand, studies the 
behaviour of small entities: business firms, households and 
branches of industry, and considers their interrelation. It is 
important briefly to describe here the relation between micro- 
and macro-economics, so that the reader knows what he can 
count on and what not. 

It was already suspected in the eighteenth century that there 
had to be a meaningful connexion between the decisions of 
entrepreneurs and consumers; the French physiocrats supposed 
that the ‘natural order’ would attend to the coordination of 
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individual behaviour. This somewhat metaphysical idea was later 
defined by Adam Smith (1776), who indicated the market 
mechanism as the establisher of equilibrium between micro- 
economic units. Supply and demand, or in other words the price 
mechanism, thus became the central subject of classical econo¬ 
mics, Economic life was regarded not as a chaos but as a price- 
regulated system. 

This is the basic idea of micro-economics and it is still accepted, 
though with certain restrictions. At the end of the last century 
Alfred Marshall stated the ideas of Adam Smith more explicitly. 
For instance, he cast supply and demand in the form of curves; 
the quantity demanded depends on the price, and the same applies 
to the quantity supplied. The equilibrium price is located at the 
point of intersection of both curves. In addition Marshall made 
a clear-cut distinction between competition and monopoly. This 
is of importance to the allocation problem: the assignment of 
factors of production to branches of industry. Some (for instance 
Vilfredo Pareto) believed that perfect competition would lead to 
an allocation in perfect agreement with the consumer’s wishes. 
This is the classical idea of harmony, which consequently does 
not hold good in the case of monopoly. This distinction between 
the market forms was elaborated in the thirties: concepts such 
as monopolistic competition and oligopoly (few suppliers) put in 
an appearance. It came to be doubted whether the market 
mechanism also operated perfectly in the absence of monopoly, 
and the answer was: sometimes it does, sometimes it doesn’t. 
There is a lot of literature on this, but we shall not bother with it. 

All this is micro-economics. It dominated economics textbooks 
up to and including the thirties. Of course, some attention was 
paid to national income and its fluctuations, and to money theory, 
but this was more of an afterthought. In this book the opposite 
applies - micro-economics stays in the background. The alloca¬ 
tion of the factors of production to the various uses (i.e. cars 
against bicycles, butter against plastics), and the distribution of 
income among individual recipients are not discussed.* All 
‘small’ things are compressed into large aggregates. 

There is an obvious difference in atmosphere and habits of 

* The latter subject, though, is close to my heart, which is why I have 
written a separate book about it: Income Distribution (Pelican, 1974). 
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thought between micro- and macro-economics. The typical 
supply and demand curves barely occur in macro-economics. 
And, come to that, there is much less said about prices. Why ? 

The reason is that the regulating effect of prices in macro¬ 
economics is swamped by the consequences of changes in national 
income. By the way, these changes in income are not independent 
of the changes in price; they are systematically bound up with 
them, for incomes are prices. The reader can best see this truth 
by seeking a case in which a price increases without anyone’s 
income having risen - he will not find one (if at least he is pre¬ 
pared to accept that taxes form the income of the State and that 
increased prices of imported goods point to increased incomes 
abroad). For this reason it is not correct to say: suppose that all 
prices rise while incomes remain the same. That is impossible. A 
general price increase is a macro-problem. 

We can also put it this way. In micro-economics the effect of 
supply and demand is studied within a given framework of ‘large 
variables’. Marshall looked at what happened when people wanted 
more butter, assuming their income remained the same. That is a 
legitimate question if the branch of industry concerned is small. 
But if the market that we have in mind becomes too great, the 
question is no longer correct. In a small oil-producing country 
income is not independent of the volume of oil production. A 
feedback occurs from production to income. If we ignore this 
feedback we make a mistake. This mistake is also made by those 
who believe that a country becomes poorer through a general 
price increase. They then tacitly assume that incomes remain the 
same, but that cannot be correct. 

Macro-economics concerns itself precisely with these income 
effects. That gives it a different nature from micro-economics,' 
where the causalities operate more in one direction. No wonder 
that in macro-economics so much stress is laid on the circulation 
of income: incomes become expenditure, and expenditure in turn 
becomes incomes. Complications occur to which micro-econo¬ 
mics deliberately turns a blind eye. 

In fact these income effects provide a way of making a sharp 
distinction between micro- and macro-economics or, in other 
words, of answering the question: when is small small? The 
answer is that an aspect of the overall economy is small when the 
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feedback to national income (or to total production, or to the 
price level) may be ignored. In some countries agriculture is a 
micro-problem (Britain), in others (Australia) a macro-problem. 
The total government sector (roughly 20 per cent of national 
income) has a perceptible effect on national income, but this 
may be ignored for the building of an individual school. In 
general, care must be taken that the macro-effect is not too 
easily overlooked; as already mentioned, this can also lead to 
mistakes with regard to economic policy. A well-known example 
is the false idea that a depression could be combated by slashing 
wages. This may be good for the firm because its costs then fall, 
but at the same time bad because purchasing power and thus 
sales may also fall as a result. Anyone who forgets the latter 
point gives the wrong advice to governments. (We shall return 
to this subject in Chapter IX.) 

It will appear from the following chapters that older economics 
occasionally lapsed into the error of applying micro-economic 
reasonings to macro-problems. This leads to an exaggerated 
importance being attached to the equilibrium effect of the price 
mechanism, even where this effect is thwarted by movements in 
national income. It was Keynes's particular significance that he 
cast a clear light on income effects.* In this sense he may be 
regarded as the father of modem macro-economics, although he 
himself never used this word. 


3 KEYNESIANISM 

The significance of Keynesianism is most apparent when it is 
compared with pre-Keynesian views; Keynes himself spoke of 
the ^classical’ theory, and we shall follow his lead in this.f Now 

* Some Neo-Classicists and Neo-Monetarists accuse the Keynesians of 
having gone too far with this, and of ignoring the influence of prices and 
wages. Unemployment is explained by the Keynesians without considering 
the wage level - wrong, say some classicists. According to the Keynesians 
a general price cut does not lead to an increasing demand for goods and 
services -> wrong, say some adherents of the monetary school. The latter 
question (the Pigou effect) is discussed in Chapter VIII, section 4. 

t As we have seen, the classical school of economics really begins with 
Adam Smith (1723-90) and his celebrated book An Inquiry info the Nature 
and Causes of the Wealth of Nations (1776). This school dominated economic 
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an essential point is that the classical theory, if 1 may exaggerate 
somewhat, had no place in its system for unemployment. That is 
to say, this system could interpret unemployment only as a 
consequence of overproduction of specific goods. Too many 
textile goods might be made because the textile industry had 
expanded too quickly; but in that case the result would only be 
local unemployment. General overproduction was considered to 
be out of the question. 

The reason for this optimistic view was to be found in a relation 
which the ‘classicists’ designate as ‘Say’s Law’ (after Jean- 
Baptiste Say, who published his ^Traite d^economie politique' in 
1803). This law implies that the production and supply of 
products are in essence identical with the demand for other 
products. Supply as it were always creates its own demand. Total 
demand and total supply ought therefore always to be in equi¬ 
librium with one another. The total production can be absorbed 
by the market, and general overproduction is out of the question. 
Hence general unemployment is likewise impossible. Such un¬ 
employment as occurs is a manifestation of too large a supply of 
labour in a given sector of the market; the remedy is for these 
workers to acquire new skills arid to find other work. What 
unemployment there is has a temporary and local character. The 
expression ‘frictional unemployment’ is used for this. The price 
mechanism helped to eliminate these disequilibria. But general 
unemployment was not reconcilable with Say’s Law.* 

Right from the beginning many viewed with suspicion the 
optimism of this ‘law’. Thomas Malthus, the early nineteenth- 
century clergyman who became famous for his gloomy popula¬ 
tion theory, did not trust this business. However, he was ‘proved’ 
wrong by his contemporary David Ricardo, the famous author of 

thought in the nineteenth century, but underwent a series of modifications. 

In his criticism of the classicists Keynes was aiming not so much at Smith 
as at A. Marshall (1842-1924) and A. C. Pigou, who twenty-five years ago 
was professor of economics at Cambridge, successor as such to Marshall, 
and to a certain extent *head* of the Neo-Classicists. Pigou long opposed the 
Keynesian modernism by the spoken and the written word. 

* In this greatly abridged form Say*s Law must strike the layman as a 
rather mysterious affair. We shall return to it - see below. Chapter II, 
section 1 - and then it will be seen that this relation is not mysterious, nor 
is it difficult to grasp. 
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the classical rent theory, and Ricardo’s authority was very great. 
Later ‘classicists’ borrowed the point of view that general over* 
production was hardly conceivable, and they always managed to 
drown the doubters. These doubting Thomases included Marx, 
who predicted a general overproduction which would mean the 
downfall of capitalism. Although this downfall has still not 
happened in the Western world, Marx’s theory had some validity 
on this point; it predicted an under-consumption which would 
paralyse production. Not until the thirties of this century did it 
become evident how far unemployment had to spread before 
official economics changed its point of view regarding the impos¬ 
sibility of general overproduction. 

In those days views changed radically. In various countries 
plans were drawn up - and sometimes carried out - to get the 
national economy working again. Attempts were also made to 
give this policy a theoretical foundation. But the main stream of 
economic thought flowed on unimpaired. It was not until 1936 
that Say’s Law was Anally discarded, and with it the basis of the 
classical system. This happened in The General Theory of Employ- 
ment^ Interest and Money^ one of the most remarkable books ever 
written. John Maynard Keynes had studied mathematics and 
philosophy, had been brought up in the classical economic 
tradition, and had a great academic and practical knowledge of 
economics. He had already published a number of works that 
gave evidence of this. He taught at Cambridge, where no less a 
person than the great Marshall had introduced him, and he was 
the editor of the celebrated Economic Journal, Perhaps the special 
place of the General Theory in the development of the science is 
in part a consequence of the fact that its author was not someone 
launching his attack on these sacrosanct beliefs from outside, 
but someone who had been entirely nourri dans le serail. 

Keynes was anything but a bookish man, and he could not be 
accused of ignorance of worldly and commercial matters. He 
had been a civil servant, and at the end of the First World War 
he attended the Peace Conference as adviser to the British dele¬ 
gation, representing the Treasury. The Peace Treaty met with 
his disapproval, which he demonstrated by resigning and pub¬ 
lishing his objections in a successful book (The Economic Con¬ 
sequences of the Peace, 1920), in which he predicted economic 
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difficulties ~ which did not fail to materialize. He became the 
chairman of a life assurance company, which he brought to great 
prosperity. He was instrumental in merging the Nation with the 
New Statesman, He married the Russian ballet-dancer Lydia 
Lopokova, and was rich enough to help to finance the ballet and 
at the same time to build up a collection of paintings. His flair 
for playing the market stood him in good stead in this. This was 
doubtless not the reason why Keynes was appointed a Director 
of the Bank of England - the appointment was due rather to his 
unremitting constructive concern with the country’s monetary 
policy. His criticism of the conduct of affairs, especially the 
restoration of the Gold Standard by Winston Churchill in 1925, 
later proved sound. His opinion carried weight in government 
circles. When Lord Keynes - he had meanwhile been raised to 
the peerage - died in 1946, he left behind him a gap which none 
of his contemporaries could fill. 

The Keynesian revolution ~ for that is how the new theory was 
described by his followers ~ was therefore not launched by an 
impractical idealist, nor by a malcontent theoretician, nor by a 
bookish scholar. Nevertheless, the General Theory is not a 
pamphlet that can be read by an intelligent and interested lay¬ 
man. It is a scholarly work, difficult to understand, complicated 
in composition, interspersed with lengthy disquisitions on com¬ 
plex but not particularly relevant matters, couched in an esoteric 
jargon. It was written for fellow economists, and even they did 
not really know at first what to make of it. It was not until 
explanatory commentaries had been published by adepts and 
discussions held on obscure points that the tremendous import¬ 
ance of the new system began to penetrate. But by then the world 
of the economists proved in actual fact already to have been 
conquered. True, the Keynesian theory of macro-economic rela¬ 
tions had undergone changes in the course of the discussions. The 
Neo-Keynesians depart from the original train of thought at a 
number of points. Some stay closer to the anti-classical ortho¬ 
doxy than others.* But all economists have come under the 

* An example of a rather orthodox Keynesian is A, P. Lemer (c.g. in 
Economics of Employment, 195t). Less unadulterated views can be found in 
P. A. Samuelson (e.g. Economics, 1948, 8th edn 1970) and L. R. Klein (in, 
inter alia. The Keynesian Revolution, 1950). A remarkable point is that 
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influence of the new way of thought, even the small sect that still 
professes to be anti-Keynesian. 

It is a fortunate circumstance that the later theories are simpler 
than the original system of the General Theory. Modem macro¬ 
economics is not obscure or complicated; on the contrary, it is 
simple and direct; it has brought the science of economics closer 
to reality and also to some views which the layman holds on 
economic matters. In particular the worker’s distrust of un¬ 
employment and the businessman’s fear of a general slump have 
become much more comprehensible in the light of the modern 
theory. Keynes showed that there is every reason for this fear - 
unless the authorities are prepared to follow an active policy on 
this point. Although the nature of this policy is not yet under¬ 
stood by everybody, the Keynesian theory concerning over¬ 
production appeals to the layman more than a theory which, on 
mass unemployment and stagnant markets, cannot think of 
anything much better than to pretend ignorance and to evoke 
Say’s abstract law. 

Modem economics is much more critical of this ‘law’. Since 
Keynes we have been able to understand how it comes about that 
there can be too big a supply and too small a demand all round. 
The factors which lead to a general slump are now known in 
principle. They are disturbances of equilibrium originating in the 
relation between consumption, investment, taxes, and national 
income. The last concept has become a central one. Modem 
economics tries in particular to understand the size of the national 
income. The ins and outs of this matter will be discussed in 
following chapters. This much will be plain: knowledge of these 
disturbing factors is of great social importance. If we wish to be 
rid of depressions, of stagnating prosperity, and of the evil of 
unemployment, we must first know the factors leading to these 
things. Neo-Keynesian theory gives us this knowledge. 

But that is not all. For, although Keynes’s theory was origin¬ 
ally drawn up to explain why demand for goods and services 

Satnuelson calls the modem theory *neo-c]assica]\ He therefore appears to 
be of the opinion that classical theory (i.e. economics since Adam Smith) 
has absorbed and digested the Keynesian revolution. Personally 1 still 
prefer to contrast ‘classical* with ‘Keynesian*, although in actual fact I 
agree with Samuelson: a synthesis between the old and the new is possible. 
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might be too small, it later proved also to lend itself very well to 
an understanding of the reverse situation, that of too great a 
demand, of inflation. Too often Keynesian economics is still 
described as the depression theory. It will become evident that it 
is equally the theory of inflation. To put it another way; it is a 
theory of the disturbance of macro-economic equilibrium and of 
the ways of avoiding this. It is a method for analysing the factors 
which determine national income and for indicating the means of 
maximizing this income, and with it prosperity. It is more of an 
approach than a doctrinal theory, and the problems that are 
tackled are vital. This gives Keynesianism a practical importance 
that can hardly be overestimated. 

4 THE REVIVAL OF CLASSICAL THEORY 

As we shall see, Keynes has shown that there is no automatic 
equilibrium between the overall supply of and demand for goods 
and services, or in the labour market. Nevertheless, it is not 
inconceivable that these equilibria can be restored - by a deliber¬ 
ate government policy, which for instance can use government 
expenditure and taxes for that purpose. If this proves successful, 
then the classical problems emerge again. These consist inter 
alia in understanding the factors that determine productive 
capacity. Older Keynesian views take this quantity as given, but 
that is of course a weak point of departure in a growing economy. 
This growing productive capacity was one of the topical ques¬ 
tions of the fifties and sixties, if only because one country (for 
instance Japan) displayed a much higher growth rate than another 
(for instance Great Britain). These diflerences in growth rate led 
to a new interest in expansion of the productive capacity, and 
that is a classical problem. 

More production may fundamentally be reduced to one of 
three things: more labour, more capital, or a better use of either. 

If the latter factor - the state of production technology ~ is kept 
constant, output varies, in a systematic way, with the two inputs: 
labour and capital. This connexion between labour and capital 
on the one hand and production on the other is sometimes known 
as the production function. This is the central relationship in 
Neo-Classical thought. Much energy has been devoted to devising 

22 



THREE TRENDS IN MODERN ECONOMICS 

formulas for a better understanding of this connection and for a 
better grasp of the growth process. This of course gave rise to 
statistical questions: labour, capital and output had to be 
measured to make it possible to establish which factor is respon¬ 
sible for which part of the growth of production. But in addition 
to this quantitative work interesting problems came to the fore 
regarding the equilibrium of the growth process. We shall later 
see that there are forces at work which bring capital and labour 
into a certain ratio, and this leads to the doctrine of balanced 
growth. These forces are market forces, and the price mechanism 
again comes to the fore in growth theory. All these ideas are 
not in conflict with Keynesian thought: they supplement Key¬ 
nesian theory, which pays more attention to the interplay of 
incomes and expenditure at a given productive capacity. The old 
battle between Keynesians and classicists has therefore been 
largely fought, and modem economics contains elements of the 
two. However, this does not alter the fact that it is a good thing 
to compare the two worlds of thought; the reader will con¬ 
sequently keep on encountering this confrontation in the follow¬ 
ing pages. Its task is to provide some clarity in the difference 
between these two reasonings, but we do not intend to suggest 
that there is any irreconcilable conflict. On the contrary, in a 
comprehensive model of economic reality both items of classical 
growth theory and items of Keynesian expenditure analysis occur. 
They do not necessarily get in each other’s way. 

At the end of the sixties the growth problem acquired a new 
dimension: considerable doubt arose about the possibility of 
expanding production indefinitely. Of course, there had always 
been apprehension about natural resources - the old Malthusian 
pessimism regarding food production was based on this - but 
the growing technology had caused this fear to vanish. The old 
worries cropped up again when it was found that the stocks of 
oil, natural gas and essential metals are anything but inexhaust¬ 
ible. An even more striking feature was that the growing indus¬ 
trial production was found to entail a tremendous pollution of air 
and water, and in addition an uninhibited growth of nuisance 
and accidents. Traffic in particular summoned up the gruesome 
side-effects that we all know. It is not difficult to see that an 
unchecked growth of some forms of production, especially of 
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cars, cannot but lead to untenable conditions. And things did 
not brighten up when the biologists warned us that the natural 
environment might one day be so poisoned by industrial waste 
that the world would become uninhabitable by man. The finity 
of earth cannot tolerate ever-increasing industrial growth, with 
the exhaustion of natural resources and the incessant encroaclv 
ment of pollution. 

These alarming problems also call for a systematic, quantita¬ 
tive treatment, and this came into being at the beginning of th ^ 
seventies. The initiative was taken by an international association 
of industrialists and scientists, known as the Club of Rome. At 
their request pioneering work was done by, among others, the 
above-mentioned research scientists J. W. Forrester and D, L. 
Meadows of Massachusetts Institute of Technology. The latter’s 
report. The Limits to Growth (1972), marks the beginning of a 
new, intense discussion. This will certainly form part of modern 
macro-economics. 

5 QUANTITATIVE THINKING 

Economics is a science with many facets, which can be practised 
in greatly differing ways. One way is to take a few simple proper¬ 
ties of man and society as your starting point, and to try to 
arrive at an understanding of relations by reasoning logically. 
This is the deductive method. Let me give an example. It is 
assumed that entrepreneurs aim at maximum profit. It follows 
from this that if possible they will use less of an expensive factor 
of production than of a cheap one. If the price of a factor of 
production, for instance labour, increases, then to achieve a 
given level of production less labour and more machinery will be 
used. 

This deductive reasoning operates with quantities. The price of 
labour - the wage - is a quantity, as is the extent to which labour 
is demanded - employment. The reasoning tries to establish a 
connexion between wage and employment, and is therefore to a 
certain extent quantitative. But it tells us nothing about how 
great a reduction of employment results from a wage increase. 
Will the effect be large? Or small*? 

Deductive reasoning presents several dangers. In the first place 
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it is tempting to create the impression by a convincing argument 
that a certain reaction will be quantitatively important. By 
applying purely literary artifices an attempt is made to extract 
more from the method than it contains. But usually all the 
rhetoric in the world cannot answer the question whether 
employment will react substantially to a wage increase or not. 
That is a matter of figures and statistics. The deductive method 
must be supplemented by that of observation of reality in figures 
- the inductive method. Only then can you arrive at quantitative 
conclusions. 

A more important shortcoming of the deductive method is that 
it is inadequate in those cases in which a number of forces are 
acting in opposition. Let us re-examine the example of wages 
given above. A wage increase, says the deductive method, leads 
to labour being replaced by other factors of production. It might 
be added to this that higher wages lead to higher prices, so that 
sales decrease. This also reduces employment. Both reactions 
operate in the same direction. But the deductive method also 
tells us that higher wages lead to the workers having more 
purchasing power, i.e. to greater sales of the products to the 
workers. This reaction is opposed to the other two. What will 
the ultimate effect on employment be now? That depends on the 
balance of the three effects described. But the deductive method 
tells us little about the size of the three reactions, and nothing 
about their total result. Will a wage increase add to or reduce 
employment? This is an important question, but deductive 
economics cannot answer it. 

Now it so happens that in macro-economics, which thus 
examines the workings of the entire national economy, the multi¬ 
ple relation is the rule rather than the exception. This does not 
mean to say that we can do without the deductive method, but 
it does need supplementing by statistical techniques. If we scorn 
these, we easily tend to overestimate those factors in the system 
which we ourselves happen to consider important and which we 
push into the foreground through misleading rhetoric. The older 
economics offers many examples of this method, but the defi¬ 
ciency is still there, and must be remedied. Quantitative econo¬ 
mics tries to do this. 

How does this quantitative method operate? In the simplest 
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case it seeks the connexion between not more than two qu' • 
tics. A well-known example is the connexion between the 
of an article and the quantity sold. The deductive method leach^ 
us that such a connexion will probably exist in the sense thV^ 
higher price leads to lower sales. Now data are collected on'ih^ 
trend of the price and the trend of the sales in time. In this w ^ 
you get two time series. (Collecting the data is the statistician'; 
ta.sk.) By comparing the two time series graphically with one 
another it can already be seen to some extent whether there is a 
correlation between the two, A sales peak would have u> coin¬ 
cide in time with a drop in prices. If this checks exactly the 
correlation is described as perfect; the correlation coefficient in 
such a case is —1. If the variables had run parallel instead of 
being in opposition to one another, the perfect correlation would 
have been expressed by the figure -f-l. In the absence of any 
connexion the correlation coefficient is very small; it may even 
beO, 

Here quantitative economics makes grateful use of a mathe¬ 
matical technique which tracks down the.se relations: the 
correlation calculation. This amounts to the following: the con¬ 
nexion between one or more series - in this case the time series 
of sales and price - is expre.ssed in the form of an equation, and 
this equation is checked against the facts. The deductive theory 
has for instance taught us that the sales of a product can be 
represented by a certain (but for the time being unknown) figure 
minus a certain influence a times the price p of that product, 
i.e. sales ~ A—a.p. This equation is called the demand function. 

We know the time series of sales and of the price, and the 
correlation calculation enables us to determine this equation. If 
our equation checks, we find a high correlation coefficient. At 
the same time the method of calculation tells us the value of a; 
this is important, since it gives the extent of the effect that the 
price has on the sales. In general a is called the regression 
coefficient. The regression coefficients represent the structure of 
the equation, and they reflect the structure of the section of 
economic life examined. 

However, one difficulty is that the connexion between econo¬ 
mic quantities is often not as simple as this example suggests. 
Even the connexion between price and quantity sold is not as 
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simple as stated here. For sales are also determined by other 
factors, such as the size of the national income, the prices of 
competitive products, and public taste. We may therefore find 
only an insignificant correlation between sales and price, since 
the connexion established by the demand function is cut across 
by the effect of the other factors, although a change in price 
would make its effect thoroughly felt if it occurred in isolation. 
In that case we must draw up a somewhat broader demand 
function, which also includes the above-mentioned variables such 
as national income, etc. If we possess the necessary time series we 
can apply the correlation calculation to this broader function too 
(multiple correlation). We then find for each of the ‘explanatory 
variables’ a regression coefficient which expresses the extent to 
which the variable concerned influences the combination of 
forces. This entire combination is quantitatively depicted by the 
regression equation. 

Much of the quantitative method is directed towards know¬ 
ledge of such regression equations; this branch of science gives 
our insight a concrete, quantitative form. The figures that occur 
in the equation are not chosen at random. They are based on 
our experience of reality, i.e. on the statistical time series, which 
in some cases go back far into history. It is important to put the 
latter fact on record, since some laymen are under the impression 
that quantitative economics plays with shadowy numbers which 
are the children of the fertile brains of armchair economists; 
consequently the application of such numbers is regarded as 
unrealistic, dangerous, unworldly. But in actual fact this method, 
which is also called econometrics, aims at deriving the maximum 
of benefit from past events and trends. 

Econometrics must not be confused with mathematical 
economics; the latter is usually pure deductive theory cast in 
mathematical form. If numbers occur in it, they are more or less 
made up. Econometrics, on the other hand, is not purely deduc¬ 
tive; it is born of the marriage between economic theory and 
statistical analysis. The statistical mother of econometrics ensures 
that the child keeps its feet firmly on the ground. 

There is a further misunderstanding against which I should 
like to sound a note of warning. It is often assumed that quanti¬ 
tative economics, if not obscure, is at any rate difficult, being 
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extremely mathematical. And it is true that the active p' iictice 
econometrics does demand a great deal of mathematical kncnv 
ledge. But we can understand the rCvSuIts without penetrating Mj 
the secrets of the correlation calculation, or W'ithout having ^ 
knowledge of logarithmic and exponential functions. Even 
tangent is avoided in this book - not in actual fact, of course^ 
for if a quantity increase.s and another also increases'as a result 
we are already concerned w^ith a tangent But the word is not 
used, to show that we can do without it. 

The regression equation, on the other hand, is something that 
we cannot do without It is short and sweet, concrete, simple. It 
designates those factors that determine a phenomenon, and 
indicates how great the effect of each of the factors is. This is so 
great an advantage that the reader must overcome any aversion 
he may have to ^ ~ aX + bY.Z is determined by X and Y. 
The connexion is given by the theory. The statisticians have 
collected time series of X, Y, and Z. The econometrists have 
correlated, studied correlation coefficients with a critical eye, and 
found everything in order. They have presented us with the 
regression coefficients a and b that the economists could not 
provide. We must be grateful for this quantitative knowledge, 
and we must not turn away with the false modesty or the 
indolent antipathy encountered in some circles - even among 
economists. 

This quantitative economics is of particular value for under¬ 
standing somewhat more complicated economic relations. It is 
precisely in macro-economics that a network of forces occurs 
that in part reinforce one another and in part are opposed to one 
another. A typical example is the Keynesian system, which tries 
to describe the relations between consumption, investment, 
national income, employment, taxes, imports, and exports. These 
relations can all be understood quantitatively. That is why Neo- 
Keynesian and quantitative economics hit it off so well. 
And that is why, in my opinion, this conjuncture determines the 
present-day look of economics. 

One of those who contributed a good deal to this coalescence 
of the two trends is the Dutch economist J. Tinbergen. He was 
one of thfe first who (at the request of the League of Nations) 
drew up a large-scale ‘model’ of a national economy and verified 
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this quantitatively against reality.*^ This made him one of the 
predecessors of an entire school, and in this sense he may be 
regarded as a pioneer of modem economics. The name R. Frisch 
(Oslo) must also be mentioned. Together they received the Nobel 
Prize for their initiation of model-building. Keynes had little 
faith in the method applied by Tinbergen and Frisch; his 
scepticism did not do the theory any good. If he had grasped the 
significance of quantitative economics at an earlier date, his 
system might perhaps not have the same reputation of ‘depres¬ 
sion economics’. We shall revert to this matter in greater detail 
on page 60. 


6 THE SET-UP OF THIS BOOK 

This book has been written for the ‘general reader’. This brings 
us (o a delicate point. I am convinced that modem economics can 
be explained to the non-expert. He can understand what it is 
about. Of course there are technical details that are difficult; 
but even these, as regards their purport and general importance, 
can be more or less put in such a way that the ‘layman’ gets an 
impression of what is going on. 

This optimism is not shared by everybody. Some non¬ 
economists distrust the expert. They suspect economics of 
being an occult science, and the use of mathematics by some 
economists helps to strengthen this misconception. For it is a 
misconception: the aim of economics is to make real processes 
understandable, and after all it is successful in its task only if the 
essence of its reasoning can be stated in a comprehensible 
fashion. 

But some learned economists are also averse to ‘populariza¬ 
tion’. They make a sharp distinction between the expert and the 
layman. I do not like this. There are such things as gradual 
transitions, and there is such a thing as an ascending scale of 
expert knowledge. The man in the street practises economics, 
whether he wants to or not. Of course he may be unaware of 
some facts and relations. But even Keynes sometimes made 
mistakes. And some laymen have had sounder views on certain 
economic topics, such as the danger of general overproduction, 

• Cf. the monumental Statistical Testing of Business Cycle Theories, 1939. 
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than the professional economists of the day. Of course I do not 
mean that everybody who is a lazy or a sloppy thinker should 
now iTing himseU' eagerly upon economics, but I do mean that 
this subject should not be reserved for a small self-appointed 
group. 

These pages are therefore meant for a large public, but they 
must be read in a peaceful, relaxed atmosphere. This means that 
the book is not suitable for dipping into. Anybody who reads it 
in such a fashion will find it indigestible. Unless he is an econo¬ 
mist, in which case he can permit himself to take a quick look at 
what 1 think of the quantity theory (not much, as it happens) and 
leave the rest of the book unread. But the ‘general reader’ will 
have to begin at the beginning and then follow the numbering of 
the pages faithfully. Otherwise he will soon join the ranks of 
those who consider economics an occult science. 

The chapters follow a deliberate system. This has been in¬ 
spired by the idea that sooner or later we must combine the 
various parts of the macro-economic theory to form one balanced 
whole. There may really not be any loose ends. To achieve this 
a certain ‘model’ has been considered from the beginning, and 
my readers would do well to keep an eye on this. A model is a 
description of an economic system by means of separate relations 
which fit together logically (1 shall revert to this in greater detail 
in Chapter IV), These relations are often expressed by equations. 
For instance, we may think that production depends on produc¬ 
tive capacity; that is then an element of the model. We may also 
be of the opinion that production depends on the demand for 
goods; that is another element of the model. Both elements are 
important; they represent the central ideas of ‘classical’ and 
‘Keynesian’ theory respectively. These two elements will first 
be separately explained in Chapters 11 and III. We have then laid 
the foundation for everything that is to follow: the fundamental 
difference between the ‘old’ and the ‘new’ macro-economics. In 
Chapter IV both elements are summarized in a simple (and above 
all non-‘mathematicar) system of equations, which in turn may 
be represented by a simple graph. We thus arrive at Neo- 
Keynesian theory. But in its original form this is still too primi¬ 
tive. For it only shows how consumption, savings, investment, 
and the productivity of labour in combination determine national 
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income, production, and employment. Important social pheno¬ 
mena have been left out of consideration here. The model is too 
simple. We therefore add further relations one by one. The first 
group of relations relates to foreign trade (Chapter V). The 
second is concerned with the government’s budget (Chapter VI). 
The third has to do with the role played by money - it will 
become evident that there is a rather considerable difference of 
opinion between economists on this point, and we shall therefore 
be treading controversial paths. Chapter VII, in which this 
matter is dealt with, might perhaps also be of interest to some 
economists, since an attempt is made in it at a synthesis of ‘old’ 
and ‘new’ monetary theory. Then we consider how prices are 
fitted into the model (Chapter Vlll) and what the situation is 
regarding wages (Chapter IX). A separate chapter on economic 
growth follows (Chapter X). With all this behind us, our model is 
complete (Chapter XI). We can then consider it as a whole, and 
draw some policy conclusions in Chapter XII. 

Of course I have given some thought to the manner in which 
the apparently complicated nature of modern economics can 
best be simplified. One of the ways of doing this is to keep on 
confronting the reader with alternative lines of thought, by 
saying: we can view this relation as follows, but also in this way. 
This method stimulates thought. But it also easily creates the 
impression that there is a great deal of bitter controversy among 
modern economists, and that is not so. There are shades of 
difference, and also disputed points, but these are of lesser 
importance. There is general agreement about a number of main 
aspects of Neo-Keynesianism; so great, in fact, that Samuelson, 
as we saw above, proceeded to identify the Neo-Keynesians with 
the Neo-Classicists. From a didactic point of view this goes too 
far for me, but it nevertheless nicely symbolizes the great 
unanimity of thought that is beginning to prevail among econo¬ 
mists. 

And yet this book will stress a number of differences of opinion. 
This is unavoidable, for we want to find out what is modern 
about economics. We must therefore contrast the ‘old’ with the 
‘new’. 

The differences in outlook which will come to the fore are in 
the main the following. In the first place there is the difference in 
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approach between classical and Keynesian theory. Classical 
thought in its doctrinal form has been vanquished as far as 
economists are conc'erned. Its more advanced forms are deali 
with in the chapter on economic growth. They are confronted 
with Neo-Keynesian growth theories. 

A second controversy is related to the role of money. Some 
modern economists - Milton Friedman and his school — consider 
the stock of money as a strategic macro-economic variable. 
Others agree that money does matter, but in a much more modest 
fashion; national income and expenditure go their own way, and 
the stock of money follows more than it leads. I am inclined to 
the latter view, but the reader should make his own choice. The 
matter is dealt with in Chapter VII. 

A third and very practical difference of opinion concerns 
economic policy. Nowadays most economists believe that the 
government should play an active role in ensuring macro* 
economic equilibrium. Inflation and stagnation should not be 
allowed to do their dangerous work. But some economists 
recommend a more active policy than others, and this difference 
of opinion is magnified among politicians. Some economic 
journalists show a definite leaning towards old-fashioned classical 
or monetary views, and this may hamper economic policy. 

Finally, there is at present a really deep controversy about the 
implications of continued economic growth: will it lead to more 
well-being, a more civilized life, or will it bring the disasters of 
noise, pollution, ecological destruction, the poisoning of the 
oceans, and finally the end of the human race? In this field 
uncertainty reigns, and more research will have to be done 
before we all share the same ideas. It is obvious that economics 
is, more than ever, a way to organize our thoughts and not a set 
of easily applicable practical conclusions. The reader will not 
find clear-cut recipes for what to believe or how to act. The 
burden of forming his own ideas remains where it should be; 
with himself. 
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Productive Capacity Determines National 
Income: The Classical Theory 

1 • SAY’S LAW 

In the last chapter incidental mention was already made of the 
fact that the ‘classical’ theory believed that the productive 
capacity of a country determines how much will be produced. 
An economy produces as much as it can. This is the maximum 
real national income. On the one hand the classicists were more 
or less heedless of the possibility of less being produced, since 
they trusted that no great difficulties would occur in selling the 
goods produced. On the other hand they were not always alive 
to the possibility that a larger sale of goods might lead to a 
greater increase in productive capacity. Economic stagnation, 
retarded and also accelerated economic growth remained in the 
background; these are the very points that are elucidated by 
modern economics. 

The confidence that the market makes it possible to sell all 
of the national product stems from Say’s Law. As stated above, 
this amounts to the fact that a supplier only supplies goods because 
he demands other goods. Put in this way, this ‘law’ sounds rather 
mysterious. However, there is another way of putting it which 
is used more often nowadays, and which makes matters clearer. 
This new description originates with the circulation of purchasing 
power. This idea is first found among the eighteenth-century 
physiocrats. They noted how the product of agriculture was 
urged along by the national economy. Owing to the fact that this 
view was rather distorted, the circulation theory was long in 
discredit. It began to enjoy a new vogue at about the same 
time as Keynesianism; in particular national bookkeeping (see 
Chapter XI) contributed to this. 

The simplest picture of the circular flow of goods and income 
is given below. The upper rectangle represents business. On the 
right-hand side the national product emerges; we shall assume 
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joment that this consists entirely of consumer goods 
their way to the households, which are represented 
. ..k?r rectangle. Arrow C represents this flow of goods 
Meanwhile the households have also supplied something to 
business : the factors of production such as labour, savings, land 
In return for these they receive every week, every month, or elcry 
year a money income. The sum of these incomes forms the 
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national income C == consumption 

J: The simplest form of the circulation 


national income, the central quantity in modem economics. 
This quantity is represented in the figure as an arrow K; since it is 
a flow of money, it has been drawn as a broken line. 

Now an important point that must be borne in mind in the 
whole of macro-economics is that the real national product in 
business is linked to the national money income. And not only 
do the flow of goods and the flow of money come into being 
jointly; they are also quantitatively equal. For the value of the 
national product is equal to the sum of wages, interest, rents, and 
profits, that is to say the total price that the product must fetch 
on the market when it is marketed. But the same flow of money 
leaves business to the left of the diagram. It may be that the 
flows of money and goods are not entirely synchronized, but over a 
somewhat longer period they are in principle the same. Con¬ 
sequently, national income (or the national product) can also be 
measured in two ways; by observing the flow of goods on the 
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markets (in doing so care must be taken not to count the same 
thing twice: the corn that the pigs eat must not be counted again) 
and by observing the money incomes of the recipients of income. 
Both measurements check one another. Such cross-checks are 
frequently applied in quantitative economics; they enhance the 
reliability of the statistics. 

This therefore means that the households receive exactly the 
amount of money that they need to buy the national product.* 
The flow of money V flows back from the households to business; 
the entrepreneurs receive in the form of revenue what they have 
spent on the factors of production, including the profit. National 
income and national expenditure are constantly transformed into 
one another. The line C represents consumptive expenditure. 
The modern version of Say’s Law stresses this fact. If the house¬ 
holds again and again spend the income they have received, the 
entrepreneurs have no difficulties with sales. 

This is an important point. It shows how an increase in pro¬ 
duction creates the money income that can buy the extra pro¬ 
duction. 

Of course this train of thought may not be applied micro- 
economical ly. If a shoe manufacturer produces a new model, in 
so doing he creates a money income for the factors of production, 
but this money is of course not necessarily spent on shoes. If 
the newly manufactured shoes are not bought, the consumers have 
received money to buy something else. The overproduction of 
shoes is then identical with the underproduction of other goods. 
A general overproduction cannot come about in this way. That 
is exactly what Say’s Law means. 

This way of presenting matters at once makes it clear where 
the weak spot of this law must be sought. True, the consumers 
have received enough money, but it is highly questionable 
whether they will also spend it to a sufficient extent. For instance, 
if they were to save instead of consuming, the entrepreneurs 
would find that part of the national product remained unsold. 
Keynes therefore launched his attack on the classical system from 


* The sophisticated reader is Invited to forget for the moment that 
business income may be saved by firms, that machines are bought every 
now and then but are used continually, and similar dynamic complications. 

35 



MODERN ECONOMICS 


savings. Needless to say. it may not be deriv^ from this that 
saving always leads to overproduction^ this will be discussed in 
the following chapters. At this juncture the suspicion will merely 
be voiced that Say's Law displays a weak link. 

And yet this *law’ is not as meaningless as some assume, under 
the influence of Keynes. Say’s Law forms a good argument 
against the pessimism of those who sec a general increase in 
production leading to a slump. For instance, many are afraid of 
the expansion of production in the underdeveloped countries. They 
fear that the world will presently be flooded with products. But 
they forget that this greater production automatically leads to a 
greater money income which, provided that it is spent in the 
right way, creates the market for the greater flow of goods. This 
does not mean to say that disturbances cannot occur, but these 
are anything but a necessary consequence of the expansion of 
productive capacity. Supply does in fact tend to create its own 
demand. 

A related form of pessimism is somewhat more complicated. 
Some see a danger in the increasing productivity. If the same 
factors of production keep on making more and more products - 
for instance by automation ~ the flow of goods increases, but 
incomes remain what they were. And therefore an increase in 
production might lead to economic stagnation and unemploy¬ 
ment. 

But this pessimism, too, is based on a fallacy. For if the flow 
of goods broadens, the price of these goods must drop. The 
business firms, as a result of the increase in production, need 
less of the factors of production to make one unit product. 
When prices are lower the increased product can be purchased by 
the same money income. But what happens if the prices do not go 
down, despite the lower costs? In that case profits may increase, 
so that Say’s Law continues to be obeyed, unless a disturbance 
in the spending of the money income has meanwhile occurred 
because profits are less likely to be spent than wages. In that 
case a drop in sales is probable, but this is not the result of the 
increase in productivity, but of the disturbance in the distribution 
of income, and the relatively high savings of those whose income 
is derived from profit. Increased productivity can lead to specific 
unemployment, which may be painful, but not to general un- 
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employment. This macro-unemployment is almost always the 
result of a disturbed money flow.* 

Classical theory ignores the latter disturbances, unlike Key¬ 
nesian theory; it disregards what the recipients of income do 
with their money. However, it has a sound view of the genesis 
of incomes. Let us follow this theory for a moment, and assume 
that all additional production also leads to an additional market. 
In that case the size of the national product is determined by 
productive capacity. What else should be said about this? 

2 THE PRODUCTIVITY OF LABOUR 
DETERMINES PROSPERITY 

A country’s productive capacity is determined by a mass of 
factors diflering greatly in nature. To make sense of them, they 
must be arranged in a certain way. This will be attempted 
below. 

The starting-point is that according to Say’s Law total pro¬ 
duction depends partly on the factors of production present - 
the quantity and the quality of labour; the stock of capital goods 
such as machinery, factories, roads, schools; the nature of the 
soil and the climate - and partly on the productivity of these 
factors of production. Productivity is defined as the ratio be¬ 
tween the national product and the quantities of factors of 
production present. But this national product is extremely hetero¬ 
geneous - it comprises shoes as well as newly built houses, road¬ 
building and the production of non-material goods, such as 
‘government services* (e.g. legal security and education). An 
attempt has to be made to solve this difficulty by reducing all 
products to a common denominator - money - and then making 
corrections afterwards for changes in the value of money. In 
this way an indication of the real income or the volume of pro¬ 
duction is obtained. In the second place the factors of production 
are also heterogeneous. The work of the office clerk, of the small 
shopkeeper, of the farmer, can if necessary be reduced via a sum 
of money to a common denominator with the productive services 

* Or, in underdeveloped regions, because there is a shortage of comple¬ 
mentary factors of production, that is to say of capital goods. See for this 
Chapter X. 
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- also expressed in money - of capital and of land. But figuj 
obtained in this way have little point ^ 

Consequently another method is preferably followed. We do 
not divide national production by the entire mass of production 
factors, but by the volume of only one factor, although this in 
itself is again fairly heterogeneous. Labour is often taken as this 
factor, but capital could also be taken. In the first case you find 
the productivity of labour, in the second case the productivity 
of capital. The productivity of labour is therefore defined as the 
national product divided by the amount of labour. It is a very 
rough and ready measure, but not unimportant.* 

Strictly speaking, therefore, the concepts productivity of labour 

and productivity of capital are on a pan Now the strange fact 
occurs that they are of entirely different significance to the pros¬ 
perity of a country. The productivity of labour has a decisive and 
immediate effect on welfare; the productivity of capital hardly 
has any direct effect. This may appear to be a strange paradox, 
but it is easily solved. 

The prosperity of a country is determined to a considerable 
extent not by the total national product, but by the national 
product per head of the population. China has in total a greater 
product than Belgium, but there are relatively too many Chinese 
who want to share in this product; per head the average Belgian 
is at least twenty times better off materially than the average 
Chinese. Prosperity therefore depends on the national product 
divided by the number of mouths to be fed. The productivity of 
labour is identical with the national product divided by the num¬ 
ber of pairs of hands. The ratio between the number of mouths 
and the number of pairs of hands is often more or less constant. 

It might even be thought that both numbers are identical. But that 
is not so; the working population is smaller than the consuming 
population. One can therefore at most assume that prosperity and 
the productivity of labour are in a fairly constant relation to one 
another. Not exactly constant, for if more women go out to 
work or if the school-leaving age or the pensionable age is 
chEinged, this relation also changes. It is determined by mainly 
sociological and institutional factors; at least, as long as Say’s 

* More subtle definitions making allowance for working hours will not 
be considered here. 
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Law holds good and there is no unemployment. But if a slump 
occurs, and the ratio between the number of people who want to 
work and the number actually employed changes, the ratio of 
labour productivity to prosperity is upset. Prosperity is then less 
than follows from the productivity of labour. The latter is the 
case examined by Keynes; he even believed that a higher pro¬ 
ductivity of labour would almost certainly lead to less welfare, 
because the risk of unemplo 3 mient would be greater at higher 
levels of the national income. 

But, given Say’s Law, we see that it is the productivity of 
labour that determines prosperity to a considerable extent. This 
cannot be said of the productivity of capital. A country may have 
a rather high productivity of capital and still be very poor. It is 
possible that underdeveloped countries use the little capital they 
possess in such a way that it has a fairly high productivity per 
unit invested. But this does not mean to say that these countries 
are highly prosperous. The productivity of labour will be low, 
and in that case a high productivity of capital does not help 
much.* 

A central element of the problem of prosperity is therefore 
labour productivity. The great international differences in pros¬ 
perity - in the order of magnitude of one to twenty or more! - 
are correlated with this quantity. What determines the height of 
this productivity index ? Before the factors are mentioned which 
are important in this respect, a warning may be uttered against a 
misunderstanding that ascribes fluctuations in the productivity of 
labour to fluctuations in the efforts or the skill of the worker. 
These personal properties are of course of influence, but their 
factual importance is overshadowed by more important factors. 
For we must remember that the deflnition of the concept ‘labour 
productivity’ means that the national product is divided by 
employment. If machines are added which make more product 
with less labour, the productivity of labour increases without the 
worker doing anything about it; in fact he will often not need to 

* This does not mean to say that the productivity of capital is unimpor¬ 
tant. A high productivity of capital makes investment attractive, and the 
investments determine the stock of capital goods, which in turn helps to 
determine the productivity of labour. This point will be taken up in the 
chapter on economic growth. 
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exert himself as much. Only in special cases - say a tennis player 
is labour productivity directly correlated with the ‘worker’" 
and capacities. 

In outline, the factors that determine the productivity of labour 
can be classified as follows: 

(a) The quality of labour. This does not mean the extent to 
which the worker exerts himself as much as his skill, his know¬ 
ledge, and his training. These qualities can be created only by a 
considerable ^investment* in human beings made either at school, 
in business, or in social intercourse generally. The production of 
knowledge is becoming more and more important. This is especi¬ 
ally true in a rich and diversified country, where the mass media, 
the arts, administrative services and such play a big role in 
economic life. A special kind of labour must be specifically 
mentioned: that of the entrepreneur. He takes the initiative in 
production and organizes operations. He is the central figure in 
the dynamics of the economy. 

(b) The nature and the extent of the stock of capital goods. Here 
we are concerned not only with the machinery and plant in 
business enterprises, but also with what is known as the infra¬ 
structure: the roads, the means of communication, the schools, 
which are provided to a considerable extent by government. All 
these provisions are the result of investments in the past. These . 
investments and those in humzm labour supplement one another. 
(But ... what determines the size of the investments ? This 
problem will engage us later.) 

(c) Technology. This factor is an obvious one, but an unexpect¬ 
ed problem occurs: its influence is diflicult to separate from that 
of an improved quality of human labour and of more capital. 
Some statisticians believe that the whole of technical progress is 
‘embodied’, i.e. is manifested in a growing stock of instruments 
of production. In their view investment is the ‘vehicle’ of technical 
progress. Others (such as S. Kuznets) are of the opinion that at 
least part of technical progress is ‘disembodied’ and can take 
place irrespective of the volume of investment. The discussion, 
which started in the 1950s, is far from closed. 

(d) Natural conditions. Historically speaking these are extremely 
important; however, there is reason to assume that their impor¬ 
tance is gradually declining. Production is becoming less depen- 
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dent on natural conditions, in particular because of the develop¬ 
ment of new sources of energy (nuclear power). Nor is the local 
availability of raw materials a guarantee of a high productivity 
of labour. I have the impression that the importance of natural 
factors is overestimated in many popular views. For instance, the 
idea is still occasionally put forward that a country which is poor 
in natural resources cannot be rich; this may have been true once 
upon a time, but it is not nowadays. 

(e) The division of labour. Ever since Adam Smith visited a pin 
factory in the eighteenth century and was struck there by the 
enormous increase in productivity which followed from the divi¬ 
sion of labour, this matter has had a place in every economic 
manual. There would be no reason to dwell on it, were it not that 
in the last twenty-five years attention has been arrested by a 
number of problems of a quantitative nature arising from the 
external division of labour (i.e. the division of labour among 
industries). Specialization in production naturally makes a comp¬ 
licated movement of goods necessary between firms and industries. 
These supplies from industry to industry have been measured by 
means of an enormous statistical apparatus. This investigation - 
called input-output analysis - has brought a number of interesting 
problems to the fore, and one of these is connected with producti¬ 
vity itself. These supplies must be well keyed to one another if 
production is to run smoothly. Difficulties in the production of a 
certain good give rise to repercussions elsewhere, which manifest 
themselves in low productivity. If only from a military point of 
view it is therefore desirable to know the ramifications of the 
division of labour, so as to foresee what will happen to the 
national product if for instance supplies of oil dry up, if a large 
number of aircraft are ordered for military purposes, or if large- 
scale disarmament should ever take place. But it has also proved 
useful to get to know the flow of goods so as to be able to pro¬ 
gramme. This programming technique forms one of the new 
branches of quantitative economics. It is also coming increasingly 
to the fore in business economics. 

(f) The efficiency of the firms. This is of course connected with 
all the above factors, and especially with the ability of entre¬ 
preneurs. The engagement of the links in the internal production 
process, the route that the product follows through the firm, 
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labour relations, the atmosphere in the Sm, all these are matters 
which are being studied more intensively nowadays than formerly. 
The results of this work and the techniques resulting from it are 
sometimes surprising. It proves to be possible to increase the 
productivity in a firm by quite a considerabJe proportion ~ often 
by twenty-five per cent or more - by applying the right working 
methods and creating the right human relations. In this matter 
industry requires the advice of specially trained experts, who are 
therefore worth their weight in gold to national prosperity - a 
scale on which they are sometimes paid. Their work is often 
encouraged by the authorities in the countries of Western Europe 
within the framework of what is called productivity policy. 

The purpose of the above classification is merely to list the 
circumstances that determine prosperity as long as Say's Law 
holds good. In the course of this outline we have on several 
occasions come across an activity which proves to be fundamental 
to the productivity of labour and which therefore deserves closer 
consideration. It is investment: increasing the productive capacity 
by acquiring new instruments of production. 

3 THE CAPACITY EFFECT AND THE INCOME 
EFFECT OF INVESTMENTS 

In classical theory - for that is the subject of this chapter - the 
importance of investments to the national income was at all times 
recognized.* But only in the sense that investments increase 
productive capacity. The classicists did not make very much al¬ 
lowance for the fact that investments also have an entirely 
different result, viz. the creation of a money income. Nowadays 
it is said of them that they saw the capacity effect, but not the 
income effect. 

The income effect means the following. If the entrepreneurs 
decide to build new factories or if the authorities construct a 

** Investment here means the production of new capital goods. It must 
not be confused with the purchase of securities - investment in the other 
sense - and still less with not using income for consumption - saving, in 
other words. In Keynesian theory a sharp distinction must be made above 
all between investing in the sense of buying capital goods and investing in 
the sense of buying securities. It is a pity that English uses the same word for 
these two activities. 
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road, the factors of production are employed in doing this. They 
receive for this an income. With that income they can buy con¬ 
sumer goods ~ but these goods have not been produced. For the 
income has originated in the production of lathes and paving 
stones. If the recipients of the income wish to spend the whole of 
it on consumer goods, they will ftnd that these are not available. 
To put it another way: there is too great a demand on the market 
for consumer goods. The income effect of the investments must 
therefore be compensated for by the decision to abstain from con¬ 
sumption: the recipients of the income must save. We shall have 
to consider this relation between saving and investing later, for it 
forms a keystone of Keynesian economics. But let us begin by 
explaining the classical view of it. 

Since the classicists believed in Say’s Law and always consider¬ 
ed a sufficiently large market to be present, the machinery of 
production is in their theory always fully employed. There is no 
unused capacity. If an entrepreneur wishes to expand his produc¬ 
tion, he can do so only in one of two ways, either by increasing 
productivity or by withdrawing factors of production from other 
purposes to which they are being put. More shoes means less of 
something else. In macro-economic terms, more investment 
means less consumption. 

An entrepreneur who wants to invest must have the necessary 
financial resources at hand. These are furnished to him by the 
savers: households and firms, and probably also by his own 
business. The households have received an income from produc¬ 
tion, but they do not spend this fully on consumer goods. They 
save, with the immediate aim of building up capital, but at the 
same time they help the entrepreneur. Without savings the latter 
cannot finance his business. (The bank can if necessary create 
credit, but this only helps the investor temporarily. In the long 
run he must consolidate from real savings.) 

But not only do the saving households provide the financial 
resources by saving; they also make investment possible because, 
by their abstention from buying, they release the factors of pro¬ 
duction that can presently be employed in making capital goods. 
In the classical view saving is in a double respect the necessary 
preliminary to the real formation of capital. Savings and invest¬ 
ments are in equilibrium with one another; the rate of interest 
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attends to that. But saving is primary and investment secondary. 

In this line of thought, which is almost diametrically opposJd 
to the Keynesian one, the national money income remains con¬ 
stant. It is not influenced by investing. True, investing has 
income effect - the classicists would not have denied that ^ but 
investing has been preceded by a drop in consumption. This of 
course also has an income effect, and these two neutralize one 
another. In the classical interpretation the production of capita} 
goods replaces the production of consumer goods. Total produc¬ 
tion and total income remain the same. Consequently, in the 
classical reasoning there is little point in indicating an income 
effect of investments. It is a foregone conclusion that this effect 
will be compensated. 

The full loading of plant and full employment, which form the 
economic milieu to which classical theory relates, have a further 
effect on investments. Productive capacity can be increased only 
if the consumers are prepared to abstain from purchases for 
consumption. If they do not abstain, and there is nevertheless a 
great urge to invest, a tense situation occurs. The investors and 
the consumers are as it were fighting for the scarce factors of 
production. This fight has been very vividly described by F. A, 
von Hayek.* We may therefore call this accentuated scarcity of 
the factors of production the Hayek situation. In such a case 
there is really inflation. Sometimes the investors win, and then 
large projects are embarked upon, but there are too few consumer 
goods. Sometimes it is the consumers who win: in that case an 
over-investment crisis threatens, not because there is no market, 
but because the factors of production are taken out of the hands 
of the investors. In both cases an acute shortage of capital threa¬ 
tens, a special variant which is the reflection of the scarcity of 
factors of production. It manifests itself in two characteristic 
ways: in the first place the rate of interest goes up, and secondly 
we see that large projects are abandoned uncompleted. After this 
special type of depression we see no empty factories, no unem¬ 
ployed workers - we see half-finished factories. 

In this argument, which by no means need be unrealistic in all 
circumstances, saving is almost identical with economic progress. 


• Prices and Production, 1931, 
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and consuming hampers the latter. Saving increases productive 
capacity, and consuming checks this increase. This order of things 
was radically changed by orthodox Keynesian theory. Of course, 
here too investment leads to a greater productive capacity, but it 
is problematic whether saving always leads to increased invest¬ 
ment. I shall be discussing this in the next chapter. 

4-THE CLASSICAL SYSTEM 

In the earlier part of this chapter I have pointed to a number of 
elements of the classical argument, and at the same time to 
demonstrate that this view of economic life has a certain aesthetic 
attraction, 1 should like to add a few remarks. The main topic that 
1 have in mind is the part played by the price system. 

I have already said above that economics is traditionally in¬ 
terested in price theory. Behind this lies the idea that the price 
system brings the consumers’ wishes to the notice of the entre¬ 
preneurs, so that they adjust their production in accordance with 
the customers* preferences. This is the theory which finds popular 
expression in the saying ‘the customer is always right*. And it is 
the same train of thought that classical theory also follows with 
regard to macro-economic problems. 

For in classical theory national income is given by productivity. 
The question is how this given real income is to be divided be¬ 
tween consumer goods and investment goods. This division de¬ 
termines the ratio between immediate consumption and future 
consumption. 

In the classical system this ratio is determined by the consumers. 
For the entrepreneurs can invest only if money has first been 
saved. The savers - and here the households were envisaged - 
therefore determine how much can be invested. If too much is 
invested, money capital begins to get more scarce, the rate of 
interest (the price of the money capital) rises, and the entrepre¬ 
neur has to abandon his ambitious plans, since they are no longer 
remunerative at a higher rate of interest. Here, therefore, it is the 
consumer who lends force to his wishes via the price mechanism. 
This train of thought is entirely in accordance with the importance 
which economics in general attaches to prices. 

This matter may also be considered from another angle. Say’s 
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Law, in the classical argument, makes overproduction impossible 
and ensures that there is always a sufficiently large market to 
keep the productive forces employed. True, part of the income is 
not spent on consumer goods, but the factors of production thus 
released are employed in the production of capital goods. Since 
ail savings are invested, the circulation is complete. But let us 
assume for a moment that, all the same, too much is suddenly 
saved. Savings increase; in a fit of absent-mindedness the entre¬ 
preneurs have neglected to start the corresponding investments. 
In that case the circular flow of income and expenditure could be 
interrupted. But if savings threaten to become greater than in¬ 
vestments, the rate of interest at which the entrepreneurs can 
borrow capital drops. This increases the possibilities of profit and 
encourages the entrepreneur to expand again. In this way the 
mechanism of the capital market is brought into operation again. 
Production always stays pressed against the ceiling of the avail¬ 
able factors of production. 

The classicists apply the same reasoning to another factor of 
production, labour. Let us suppose that as the result of the 
equilibrium mechanism operating rather stiffly some unemploy¬ 
ment has occurred. This is at variance with the system, but even 
in the classical view reality may occasionally allow of minor 
aberrations from the theory. We thus have insufficient employ¬ 
ment, caused by ‘rigidities*. But in that case the price of labour 
falls (unless the unions prevent this). At the lower wage it again 
becomes remunerative to employ the labour. Thus here, too, 
price flexibility ensures maximum production. The price system 
is the ‘feedback’, the automatic regulator that not only ensures 
that bicycles, toothpaste, and sugar beet are produced in the 
right proportions, but also creates the right ratio between con¬ 
sumption and investment, and e/t passant also creates full em¬ 
ployment and a maximum national income. 

Reasoning in this way, we may conclude that the classical 
system is founded on three pillars. The first is Say’s Law, which 
ensures that there is a sufficient market. The second is the scar¬ 
city of the factors of production and the natural expansivity of 
the entrepreneurs. Battle is waged, so to speak, for the factors of 
production. And the third pillar is the price system. Its operation, 
and above all the movement of wages and the rate of interest, 
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controls the size of the investments. This automatism settles the 
battle between the entrepreneurs for the factors of production. 
The consumer is the master; it is he who decides how quickly the 
stock of capital goods will grow, how the present and the future 
can be brought into equilibrium with each other. 

It is an impressive system. Not only does it contain logical 
elements; it also leads to a practical view of economic life. It 
supplies us with the arguments against political controls, against 
a planned society forcibly imposed from above, neither of which 
makes any allowance for the consumers’ interests. Experience 
shows that in dictatorships a burden may be imposed on the 
population owing to the fact that current consumption has been 
made too small, for the purpose of meeting expansive objectives. 
This would not be possible in a country with free price deter¬ 
mination; in such a country the consumers would manage to 
appropriate factors of production to a greater extent. In this 
respect classical theory not only gives us a valuable insight but 
also leads to a political conclusion that is concordant with 
democracy. 

The classical train of thought also stimulates empirical re¬ 
search, which concentrates on the development of productive 
capacity and in particular on the relation between total output 
on the one hand and various combinations of labour and capital 
on the other. The latter relation is called the production function. 
In the 1930s the Americans Cobb and Douglas devised a pro¬ 
duction function of a specific mathematical form which implies 
that labour and capital can easily replace each other in the pro¬ 
ductive process. Since the late 1950s the work of R. M. Solow of 
the Massachusetts Institute of Technology has aroused a new 
interest in this function, and various mathematical forms have 
been tested. Substitution of labour and capital proved to be less 
easy than under the Cobb-Douglas assumptions. The econo¬ 
metrists also proved that the historical increase in labour pro¬ 
ductivity is not so much a matter of more capital as of technical 
progress - which came as a shock to many economists. A 
tremendous amount of highly complicated research on these 
matters is in full swing; the implications of this neo-classical 
revival are not yet clear.* But this much is certain: the classical 

*Tbe literature consists mainly of difficult articles in The Review of 
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system is not a dusty museum piece but part and parcel of 
modern economics. 

But other aspects of the system are weak and misleading. The 
confidence in Say’s Law is misplaced. Unemployment can most 
certainly occur if nothing is done about it. Classical theory doc.s 
not lead to a compensating policy. And the worst of it is that pre- 
Keynesian economics tends towards a false conclusion regarding 
the causes of unemployment. Adherents of the classical school 
maintained in the 1930s that unemployment bad to be attributed 
to too high wages, i.e. to union interference with the labour 
market; and they believed that wage cuts were the most obvious 
means of putting a stop to the depression.* This is a fallacy, or 
at best a half truth. For it is forgotten that lower wages may lead 
to lower consumption, as a result of which the market, which is 
small enough as it is, shrinks still further. This point will be taken 
up in a separate chapter on wages. In that chapter classical and 
Keynesian ways part rather sharply. 

In anticipation of my further conclusions, I may state at this 
early juncture that the classical approach gives a correct analysis 
of a certain economic situation, viz. that in which total expendi¬ 
ture tallies with productive capacity. If the sale of goods and ser¬ 
vices runs so smoothly that the whole machinery of production 
remains in operation, if there are no disturbances in circulation 
in the sense that the consumers do not spend enough of the 
income they have received, if the factors of production are really 
scarce - but without there being inflation - then the classical 
theory applies. It therefore analyses a special case, but one that 
is of great importance, especially since economic policy has been 
trying to realize this situation. For an analysis of situations in 
which the circulation has been disturbed Keynesian theory is 
called for. Let us now try to prove this proposition. 

Economic Studies and The Review of Economics and Statistics. A particularly 
redoubtable research team: Arrow-Chcnery-Minhas-Solow. 

*Most clearly in L. von Mises, Die Vrsachen der Wirtschaftskrise, 1931. 
Incidentally, prices were sometimes given the blame as well as wages. It was 
held that price rigidity could cause a depression. This, too, is hardly true, 
and in any case extremely exaggerated. 
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Total Expenditure Determines National 
Income: Keynes's Theory 

l-THE BREAKING OF SAY’S LAW 

Both Keynes and the classicists proceed from the idea that the 
national product, upon its creation, gives rise to the creation of a 
money income that can exactly buy this product. It can buy the 
goods. But in answering the question whether it will do so, the 
old and the new theories part company. 

To grasp what is going on here, and to appreciate the heart of 
modern macro-economics, the reader must closely follow the 
coming argument. A number of symbols will be used in it, but I 
promise that this will not end in ‘mathematics’. About all that is 
going to happen is addition and subtraction. It is, however, 
necessary to bear the following figure in mind. It is a somewhat 
more extensive variant of the circulation diagram on page 34 

The national product appears from business at the top right 
of the diagram. Its size is P, This flow of goods (represented by a 
solid line) starts out but then divides into two parts. The larger 
part, consisting of consumer goods, makes for the households. 
This is C. A smaller part returns to business; it is that part of the 
production that serves to increase the stock of capital goods. This 
is / (investment). 

These two flows of goods must be paid for. From the house¬ 
holds to business a flow of money runs that is represented by a 
broken line, likewise of a size C. The flow of goods and the flow 
of money are quantitatively equal; they have to be, because both 
flows meet on the market for consumer goods.* To make a 
distinction between the flows - of course they are entirely different 
in nature ~ we speak of C {goods) and C {expenditure). 

The same holds good for the investments. There too a flow of 
money and a flow of goods keep each other in equilibrium. This 

* Supplying on credit can only effect a small time-lag in payment which is 
immaterial here. 
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splitting-off of P is shown in the top right-hand comer as a small 
circulation. The broken line is / (expenditure). 

Whilst P leaves business, a flow of money Y, the national in. 
come, goes from business to the households. P r, that is to 
say quantitatively, for in essence these are again two entirely 
different things; a flow of potatoes, milling machines, or trucks 



lx = Investment expenditure 
ig = investment goods 
Cx = consumption expenditure 
Cg =* consumption goods 

Fig. 2: Income and expenditure 

is something quite different from a flow of money. The latter is 
drawn as a broken line. 

Now this Y ends up with the households. In this simple circular 
flow they can only adopt one of two courses with it (later a larger 
number of possibilities will be put forward). They can consume 
the income or they can abstain from consumption. The latter is 
called saving. The flow of money for consumption is again called 
C, the total sum of savings S. C makes for the business Arms, and 
S remains behind with the households. True, this money also 
goes to business, but it does not enter there in the form of a return 
but in that of a loan. Loans do not constitute incomes. They do 
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expenditure determines national income 

not appear on the profit and loss account. Consequently, it 
makes a considerable difference to the entrepreneurs as to 
whether they get Y back again in the form of S or of C. 

The total receipts of the entrepreneurs are therefore C + /. 
The latter is the amount that they receive from their fellow- 
entrepreneurs who have bought machines and other capital 
goods. Since these have to be produced by business, the entre¬ 
preneurs spend y and receive in return C -h /. The households 
receive Tand spend C. S is retained and later invested. This is the 
picture of the circulation on which Keynesians and classicists 
agree. The question now is, how can a Keynesian breach of Say’s 
Law occur? 

We saw that P = Y. We also know that P = C + 7. (This is 
the division of the product among two kinds of goods.) But T, 
which is equal to P, is divided by the consumers among C and S. 
(This is the apportionment of the income among consumption 
expenditure and savings.) That is to say, C -f / == C + 5. Or 
7 - S, 

At first sight there does not seem to be anything sensational 
about this. Even the classicists knew that savings are equal to 
investments. But there is a great difference. In the classical view 
money was first saved and later invested. Investment was im¬ 
possible before the savers had performed their task. But Keynes 
arrives at his celebrated I — S without this reasoning. The 
mechanism that lies behind this equality looks entirely different 
in Keynes’s theory.* 

It looks as follows. Suppose that at a given moment the house¬ 
holds wish to save a greater part of their income than formerly. 
That is to say, C {expenditure) decreases. The receipts of the busi¬ 
ness firms, C -f 7, therefore also decrease. This is the first conse¬ 
quence. But at that moment, C -f 7 threatens to become smaller 

* We found 7 — 5" by simple subtraction; in that case there are no 
mechanisms, only definitions. This way of proving that 1 ^ S holds good if 
the income received by business (C + /) equals the income received by the 
households (C + S); in other words, under static conditions. If income 
grows or shrinks it is necessary to take time-lags into account; I and S are 
no longer equal by definition. In that case there is a mechanism at work that 
makes them equal. This point is only raised here for insiders. It Jed to an 
enormous discussion in the first years after the appearance of the General 
Theory, but has almost disappeared by now. 
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than y. In that case there is a loss, or at least a reduction of profit 
Since the profits are included in the national money income y 
the same moment y becomes smaller. This can happen in itsejf 
without production contracting. But the possibility of the latter 
happening is also great. In that case unempJoymetu becomes 
probable. The money income decreases further and as a result 
the households receive less money. The result of their increase^ 
thrift is thus a smaller income! This compels them to cut down 
on their consumptive expenditure. In this way the receipts ol the 
firms are again less than they already were, and once again a loss 
or a reduction in profit threatens. The dwindling money income 
cannot but lead to smaller savings - for saving is a luxury which 
cannot survive a drop in income. The process of contraction thus 
continues until the receipts of business firms are again equal to 
their expenditure. Or, to put it differently, until C f / equals 
C -f- S. That is to say, until S has again become equal to /. 

Here lies the starting point of Keynesian theory. If the savers 
proceed to save more, total expenditure decreases. As a result 
national income decreases - for that arises from total expenditure. 
If national income is lower, less is saved. In this way the equality 
of / and 5, which for a moment threatened to vanish, is restored. 
The equilibrium between these two quantities is established by the 
variation of income, production, and employment. The rate of 
interest, which in the classical view provided the equilibrium, does 
not occur in this story. 

Of course the classicists would have an answer to this. They 
would point out that an increase in savings does not lead to a 
contraction of expenditure but to greater investment, so that the 
total of the business firms’ receipts C + / remains unaffected. 
The Keynesians counter this with the following argument. In 
many cases the entrepreneurs will not react to the increased thrift 
with larger investments. Why should they? Investing means 
creating a greater productive capacity. There is no future in this 
if the households have just decided to cut down on their consump¬ 
tion. On the contrary, we may be thankful that investments re¬ 
main at the same level. It is also conceivable that they will decline 
- and then the circular flow is completely disturbed, for in that 
case the total expenditure of business declines still further through 
the reduced sales of the engineering industry (see below, the 
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! savings paradox). As a matter of fact, in the Keynesian line of 
'thought the greater thrift of the households does not lead to 
i greater savings balances. These disappear again for the very 
reason that income declines. Consequently there are no surplus 
savings that can be invested. They have disappeared with the 
drop in national income. 

At this stage it is too early to decide who is right. The essential 
thing is that the Keynesians have detached the decision about the 
size of / from the supply of savings. It is true that savings are 
equal to investment, but that is because national income con¬ 
trols the size of the savings. Y adjusts itself. National income and 
therefore national production are not given quantities determined 
by productive capacity; they fluctuate, and they do so in such a 
way that savings become exactly equal to investments. The latter 
are primary: savings proceed from investments via the size of the 
national income. As a result of this the national income may 
occasionally work out far too small. We then see unused pro¬ 
ductive capacity and unemployment. This is exactly the opposite 
of the classicists’ world. 

This relation can also be approached from another angle. 
Suppose that at a given moment a wave of optimism floods 
business. Although consumption is constant the entrepreneurs 
consider that it would be a good and profitable idea to increase 
productive capacity. They order from their colleagues in the 
engineering industry a number of lathes, shoemaking machines, 
agricultural implements, and other forms of equipment.* The sale 
of capita] goods increases, as does production of them. Assume 
that there is still unemployed labour in those branches of industry. 
As a result these men find work. They receive an income that they 
did not have at first. The profits in the capital goods industry also 
increase. In other words, national income increases. This comes 
as a pleasant surprise to the households. They therefore proceed 
to consume more. Now something strange happens: the expecta¬ 
tions of the investing entrepreneurs, which at first were perhaps 
based on nothing better than a certain unfounded optimism, are 

*The classicists would ask: how do the entrepreneurs get the financial 
resources to finance this? But note: in the Keynesian theory these resources 
appear as a consequence of investment, provided that the slightest start can 
be made, e.g. by bank credit. 
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fulfilled. Through their orders the investors have created the 
income that leads to the consumptive expenditure which will 
proceed to justify their increased productive capacity. Everyone 
is happy about this course of events. So are the producers of 
shoes, propelling pencils, and chewing gum, for they see their 
sales increasing. Perhaps they in turn also invest more, so that 
income and consumption further increase. We clearly see here 
the cumulative process known under the name of multiplier 
effect. 

Here too the question arises: Will this process continue until 
the national economy finally explodes in an orgy of consumptive 
and investment expenditure? No. Because the increased income 
will lead not only to additional consumption, but also to addi¬ 
tional savings. 5 accumulates, in such a manner that the increase 
in / is compensated in the long run. The additional investments 
have led via the increased national income to additional savings. 
And also exactly enough savings have been formed to help 
finance the investments. At this point the incomes of the firms, 
C + /, are equal to the expenditure C -t S. Total expenditure is 
in equilibrium with national income. But the latter has increased, 
as has production, as has employment. Through the expansion of 
the circulation some unused productive capacity has again come 
into operation. 

Anyone who comprehends this process no longer believes in 
Say's Law. He will no longer unquestioningly accept that there 
will always be a market for the total production. True, in the 
first instance the income required for this is created; but if this 
income is not consumptively spent to a sufficient extent, the flow 
of money and production will begin to contract. Overproduction 
will threaten.* The entrepreneurs rectify this by cutting down on 
production - but in that case the factors of production are no 
longer fully employed. There is no question of the entrepreneurs 
fighting in all circumstances for the factors of production. They 

* I should like to point out at this stage that there is also a trend in 
modern economics that considers Say’s Law to be broken in another way. 
It notes the withdrawal of money from circulation, which happens by the 
increasing of cash holdings (‘hoarding’). This way of thinking is not neces¬ 
sarily at variance with that which has been followed here, but it does often 
lead to a somewhat different view of things. 1 shall come back to this. 
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inay do, but not necessarily so. It is therefore not productive capacity 
that determines the real national income; total expenditure forms 
the determinant. Productive capacity is only a ceiling. Usually, 
the more orthodox Keynesians say, economic life is far below 
that ceiling. Idle machines and unemployment are normal pheno¬ 
mena if we do nothing about them. Some followers of Keynes 
consider economic stagnation to be the constant threat to the 
national economy. 

It is highly problematic whether the older Keynesians, and also 
Keynes himself, are right about this. Their pessimism on this 
point has been abandoned by a later generation of Keynesians. 
But this does not detract from the fact that the relation of the 
macro-economic quantities as given above is accepted in broad 
outline by the Neo-Keynesians. They follow the circulation idea 
and, with certain variants, regard national income as the quantity 
that establishes equilibrium in the system. This is characteristic 
of all Neo-Keynesians: Y is not a given quantity emanating from 
productive capacity. National income is determined by a combi¬ 
nation of investment and consumption, which we shall call total 
expenditure. 

2 THE PROPENSITY TO SAVE AND THE 
MULTIPLIER 

We have now seen a number of the main features of Keynes’s 
theory, and we must next study his train of thought somewhat 
more closely. This can be done by examining two quantities which 
played a large though still somewhat concealed part in the above, 
viz. the propensity to save and the multiplier. 

What is the propensity to save ? It is that part of national income 
that is saved. We shall call this quantity s. The propensity to save 
is a percentage. It may for instance be 10, or 15. More than 25 is 
improbable. Side by side with the propensity to save is the pro¬ 
pensity to consume; this is designated by c and is equal to 1 — s. 
These concepts do not really appear in classical theory, for in the 
latter national income is a datum. That is to say, an increase in the 
propensity to save pari passu means an increase in savings. Both 
quantities run exactly parallel, and there is little point in intro¬ 
ducing the propensity to save alongside savings *5 as a separate 
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concept. Nor does the propensity to consume have a special place 
in classical reasoning. 

In the modem approach, on the other hand, the distinction 
between .y and 5 in particular is very important. For we saw in 
the preceding section that S equals /. According to orthodox 
Keynesianism (we shall be giving a more moderate view later), 
the size of savings is considered to be determined by the size of 
investments. Strangely enough, therefore, the savers have no say 
in the volume of savings! They are at the mercy of the fluctuations 
in national income. This looks at first sight like an absurd idea. 
For we have also drawn the conclusion that total expenditure is 
of vital importance to national income. And this expenditure is 
partly determined by the households. They decide what part of 
their income will flow on in the form of consumptive expenditure 
and what part will remain behind in the form of savings. This 
free and independent decision on the division of income is a 
privilege of the recipient of that income in a democratic society. 

And in fact the recipient of income does decide for himself how 
he will divide his income among clothes, food, gramophone 
records, and savings. He is free in his choice. He or she inde¬ 
pendently determines his or her own propensity to save. But in 
so doing he has not yet determined how much he will save! For 
the volume of his savings is the product of his propensity to save 
and his income. Saving is to a certain extent a luxury - as is the 
buying of records - a luxury that depends on income. Viewed 
macro-economically, income turns out to depend precisely on... 
the propensity to save! This is the heart of Keynesian theory, 
which we should now like to explain again, this time by means of 
the new concepts. 

The savers determine the propensity to save and the entre¬ 
preneurs determine the volume of investment. Whatever the pro¬ 
pensity to save proves to be, savings must, according to the 
circulation theory, equal investments. The quantity that creates 
this equality is, as we have seen, national income. It adjusts itself 
in such a way that I = S. Now, how large is that national income 
in that state of equilibrium ? Exactly so large that the product of 
the propensity to save (determined freely and independently by 
the savers) and of national income equals the investments. In 
^mathematical* terms: Y becomes so large that I equals s, F. 
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Here I and s are given, so that Y is determined: K = National 

s 

income is the quotient of investments and the propensity to save. 

If the investments in a country amount to five thousand million 
pounds, and the propensity to save has been fixed by the income- 
earners at 1/7, national income will proceed to be thirty-five 
thousand million pounds. This is the heart of Keynesian theory 
in a nutshell.* 

From this relation it becomes clear what effect the recipients of 
income exert on the circulation. They fix the percentage that they 
wish to save. But by so doing they at the same time, in uncon¬ 
scious combination with the investors, fix national income. Since 
national income has a decisive effect on the volume of savings, 
afterwards exactly those savings come about that match the in¬ 
vestments. The propensity to save has determined not so much 
the volume of savings as the national income. The effect of the 
decision to save is therefore enormous in the Keynesian system; 
but it is quite a different effect from what the savers themselves 
think. They do not know what they are doing. Perhaps through 
exaggerated thrift they are opening the door to a depression 
which perforce breaks them of the saving habit. Keynesian theory 
gives people control of their own fate - but they do not know it. 

This obscure relation between the various aspects can be under¬ 
stood in another way. We can check what the position is with 
regard to the multiplier effect, which was touched upon in the 
preceding section. In this effect we encounter exactly the same 
quantities. 

Let us assume that the entrepreneurs extend their productive 
capacity at a given moment. They give an ‘investment impulse’, 
to use the Keynesian jargon. This impulse is the income effect of 
the new investments. The circular flow swells on the left-hand 
side. The households get the extra income; part of it they use 
for consumption (a fraction c) and part for savings (a fraction s; 

* The reader must grasp this proposition, but not learn it by heart. For it 
applies only to the simple circulation that we have in mind at present. In 
reality things are more complicated; we shall be concerned with this later. 
In fact the multiplier is much smaller. And it is not simply ‘given’; the multi¬ 
plier may depend on the national income and on other factors. This sounds 
very unpleasant to those who are looking for a Great Constant. 
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c -f 5 == 1). The part spent on consumption returns to business; 
it is an increase in revenue. If we call the investment impulse A 4 
then the households that receive this additional income spend a 
sum equal to cA/. This again returns to business in the form of 
extra revenues. Consequently cA/ is spent again on the factors of 
production, and as a result assumes the form of a second incre¬ 
ment of income. Part of this, determined by the propensity to 
consume, is spent again on consumer goods. In the second round 
of the multiplier, therefore, a sum c^A/ makes its way to the 
business enterprises. In the third round this is The multiplier 

process continues to work in this way. Ultimately national in¬ 
come has increased by a sum which is equal to all these extra 
impulses together. This total increase amounts in the first place 
to A/(primary effect) and then to cA/ -f- c^A/ 4- c®A/, etc. Perhaps 
at first sight it might seem as if this infinitely long series displays 
an infinitely great sum, and that the multiplier process keeps on 
stirring up expenditure, an idea that occasionally passes through 
the minds of some enthusiastic laymen when they philosophize 
about the effect of (for instance) public works. But in actual fact 
the process of passing on and receiving income gradually peters 
out. For c is less than I, so that c®, c®, etc., become steadily less. 
After the first impulse smaller and smaller ones follow. The 
impulses approach zero, and the increase in national income has a 
finite value. But nevertheless the increase in V is greater than the 
original investment impulse. The ratio between the two is called 

AK 

the multiplier. It is defined as and represents the proportion 

by which an additional investment causes national income to 
swell via income effects. 

Now how large is this multiplier? 

To understand this we must bear in mind that the multiplier 
effect ceases to operate if in the course of the increase in income 
a new equilibrium is found. This is the case as soon as the con¬ 
sumers have been able to save so much that S has become equal 
to /. The increase in investments. A/, has then ‘leaked away’ in 
its entirety in the form of savings. A/ = A5. In this situation the 
entrepreneurs again receive as much from their customers as 
they put into circulation as incomes. The circulation is again in 
equilibrium. By bearing this in mind we can determine the size 
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of the multiplier. For we know that AS must be equal to ^Ay. 
Consequently, in the final situation A/ equals jAy It follows 

Ay 

from this that the multiplier, which we have defined as must 

equal \ Or, to put it in another way, must equal The 

multiplier equals the reciprocal of the propensity to save.* 

The doctrine of the multiplier can once more be described as the 
heart of Keynesianism. Perhaps the reader has gradually come to 
the conclusion that this theory contains a little too many hearts. 
But that is not so. Everything that has been said in this and the 
last section is a constant repetition of one and the same thing. 
The same economic event, viz. the income-creating effect of con¬ 
sumption and investment, has been approached from various 
angles. The story changes, the terms are different, but the essence 
remains the same. The question is always: how big is national 
income? And the answer is always: so big that savings equal 
investments, or, to put it differently, so big that the multiplier 
has provided sufficient savings, or, in yet other terms, so big that 
total revenues are sufficient to cover the total expenditure of 
business, or finally, so big that the circular flows of money and 
goods are in equilibrium. This is the Keynesian mechanism. 

It is definitely important. However, its quantitative importance 
can easily be exaggerated. I should like to warn the reader against 
a misunderstanding which is encountered among some adepts of 
the modern theory. They have grasped that the multiplier equals 

and they also know that the marginal propensity to save s may 
s 

lie somewhere between 10 and 20 jjer cent. This leads them to 
estimate that the multiplier is about 7. That is to say that building 
a factory that costs a million pounds would cause the potential 
sales of business to increase by no less than seven million. This 
idea leads to a sort of Baron Munchausen economics: a national 

• In actual fact this propensity to save must be related to the part of 
income added or marginal income. We must not have the average propensity 

S AS , . 

to save — but the marginal propensity to save In the followmg pages 

the letter s is to be understood as this marginal quantity. 
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economy could pull itself up out of a depression by its own boot¬ 
straps. This view of things is misleading, for two reasons. 

The first reason is that we have introduced here a simple form 
of circulation in which purchasing power leaks away in only one 
direction: savings. But in reality there are two other leaks, viz, 
taxes and imports from abroad. We shall come back to these. 
They lead to the multiplier being much smaller than would 
appear at first sight. 

The second reason is theoretically rather complicated. It is 
connected with the fact that the multiplier operates in time. The 
new revenues which are the result of the income effects are not 
present forthwith. The Keynesian process of income accretion and 
additional consumption takes time. If only a single investment 
impulse occurs, income will not be lastingly raised to a higher 
level. ‘Pump-priming’ is therefore a misleading expression. If 
national income is to expand permanently, the investment level 
must be permanently raised. Incidentally, this can quite easily be 
the case if the additional consumption which occurs in the course 
of the multiplier process encourages the entrepreneurs to main¬ 
tain or even increase the new investment level. 

The fact that the multiplier operates in time also has the result 
that 5 does not immediately become equal to /. There is a time- 
lag. In the interim the entrepreneur will have to do his financing 
with other means than current savings. This gap can be filled by 
bank credit, to which we shall return in Chapter VII. 

In the General Theory the stress tends to fall on the constant 
equality of / and 5. There has been a good deal of discussion 
about this. Now more stress is laid on the time-lag. This can be 
done by what is called period analysis (D. H. Robertson and the 
Stockholm School), which follows the movement of T, C, and S 
in time. Tables can be drawn up showing all this. 1 prefer to 
leave these exercises to those who fancy such things. 

3 IS KEYNESIANISM DEPRESSION ECONOMICS? 

The development of modem economics, and in particular that of 
the political conclusions that can be drawn from it, has been 
harmed by the fact that many have characterized Keynes’s theory 
as a special depression theory, a theory of idle machinery and 
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unemployment. It would be dangerous, it is reasoned, to apply 
this theory to other situations, for instance inflationary ones, for 
it was not constructed for these. 

This criticism is understandable. Keynes himself gave rise to it 
to some extent, and some of his followers in particular have pro¬ 
moted this belief. They were impressed by a theoretical system 
that was able to explain a low income. Classical theory believed 
that national income would always be maintained at such a high 
level by Say’s Law that productive capacity would be fully utilized. 
The General Theory had shown that a lower national income was 
also possible. And more than that; national income could freeze 
at a low level, without any chance of recovery. Say’s Law had 
been put out of operation, and the hope that a surplus of savings 
would lead to a revival of investments via a lower rate of interest 
had vanished. In the Depression, according to the Keynesian view, 
there were no surplus savings at all; as a result of the drop in 
national income these had disappeared, shrunk, been lost, just as 
national income had shrunk to a considerable extent. The circula¬ 
tion was just ticking over; there were no sales because there was 
no income, and there was no income because there were no sales. 
Moreover, this vicious circle was no abstraction, no pessimistic 
view of the future, but the reality of the 1930s. Small wonder that 
the Keynesians believed that their theory not only explained the 
Depression, but also predicted it for many years to come. Econo¬ 
mists thought that they had discovered the forces that brought 
about a permanent slump. 

Keynes himself developed a special theory on these forces in 
the General Theory. He was of the opinion that the propensity 
to save which, if it is too high, summons up depression and 
unemployment, would display a steadily rising trend. He based 
this belief on the fact that a higher income leads to a greater 
propensity to save. Rich people save a greater percentage of their 
income than poor people. The same holds good for rich countries. 
Rising prosperity and a growing national income form a threat to 
themselves. Our prosperity spells our downfall: poverty in the 
midst of plenty. To put it in technical terms: the marginal pro¬ 
pensity to save increases with income. A further expression that 
ties up with what was said above about the fundamental determi¬ 
nations of prosperity: the higher the productivity of labour, the 
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higher unemployment will be. The fruits of progress are spoilt 
by the monetary disturbances in the circulation. 

This special relation between income and propensity to save is, 
however, doubtful when taken as a general law. Keynes had 
arrived at it by deduction, and in this respect he reasoned like an 
old-fashioned economist of the abstract school. He believed that 
pure logic, if at least it started from wide observation of reality, 
could lead to quantitative conclusions. This is a mistake, fostered 
by the special situation in the 1930s. The Keynesian system is a 
strictly logical structure. But it cannot express an opinion on the 
value of concrete quantities. These have to be filled in later. We 
need quantitative economics for this - a scientific technique about 
which Keynes was all too sceptical, to the detriment of his system, 
for now he incorporated an element - too great a propensity to 
save - which in later years proved hardly tenable. 

For it is by no means the case that the propensity to save must 
be greater in the event of a larger income than in the event of a 
smaller one. The invalidity of this proposition is already ap¬ 
parent from a comparison of the incomes of different people. 
Some income-earners in the middle classes find it more difficult 
to save than those members of the income classes immediately 
below the middle classes. And macro-economically, too, we can 
sometimes observe things that are at variance with Keynes’s view. 
The year 1956 gave a characteristic example of the converse in 
the Netherlands as did the year 1959 in the United Kingdom. In 
each year the national income of the country concerned increased 
enormously, but this did not make people any more thrifty; on 
the contrary. There were reasons for this which are irrelevant 
here, but which in any case were more complicated than the over¬ 
simplification that a higher percentage of savings results from a 
higher income. This oversimplification has contributed towards 
Keynesianism being wrongfully labelled the theory of 'depression 
economics’. 

There was a further reason. One of Keynes’s most influential 
followers, the American Alvin Hansen, developed an alarming 
theory about the permanent depression. He foresaw not only too 
great a propensity to save, but also a constant abatement of 
investments. Population growth would come to a stop, which was 
supposed to discourage capital outlay. True, technology would 
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not stand still, but it would lead to increasingly compact and 
thus more limited investments. (Hansen thought that an instance 
of this lay in the switch from railways to airfields, which have a 
smaller income effect.) The entrepreneurs would become in¬ 
creasingly disheartened. Hansen’s view was depression economics 
with a vengeance. This was. however, not due to the logic of the 
Keynesian system, but to the special premises that Hansen had 
incorporated in his theory. An insufficient distinction has been 
made between these two things - the logic and the figures. The 
opponents of this stagnation theory, as it is called, have used 
Hansen’s pessimistic theory as an argument against modem 
macro-economics. Events were on their side to the extent that the 
post-war period in the Western world displayed the exact opposite 
of stagnation. However, their criticism of Keynes is misplaced, 
for Keynesian logic and the depression theory are two different 
things. 

Despite the fact that Keynes personally had little faith in 
capitalism’s ability to maintain a decent level of employment, his 
theory can be very well applied to a situation in which the factors 
of production are all in operation. That is also the reason why the 
General Theory of Employment, Interest, and Money is rightly 
called General. Keynes reproached the classicists with having 
dealt only with the special case of non-inflationary full employ¬ 
ment. But there exists also the Hayek situation. 

In the unemployment situation many economic activities have 
to be judged differently. The latter applies particularly to saving. 
The classicists saw saving as a fine and useful activity. It pro¬ 
motes the acquisition of property, and it increases productive 
capacity and with this future prosperity. Individual benefit and 
society’s benefit coincide - one of the most comforting aspects 
of the classical system. But then Keynes comes along to tell us 
that saving is harmful. It reduces sales, slows economic life 
down to a jog-trot, and leads to unemployment, whilst moreover 
savings do not even increase as a result of it. Saving becomes 
suspect. 

But this applies only if there are productive forces which are 
unused. If there should be a real scarcity of factors of production 
- which Keynes considers not very probable, at least in peace¬ 
time - the classical view holds good. In that case investment is 
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possible only if the recipients of income are prepared to sacrifice 
part of consumption. A fortiori this is true in an inflationary 
situation. We can also put it in this way: in the Hayek situation 
consumption and capital formation arc competing for the factors 
of production. In the depression consumption supports invest¬ 
ment ; they are not rivals, but help one another in that on«* sup¬ 
plies the sales for the other. 

The General Theory therefore confronts us with two worlds: 
one in which unemployment prevails and machinery is used only 
in part, and another in which full loading of machinery and full 
employment predominate. In the first world national income is 
smaller than the productivity of labour allows; in the second the 
productivity of labour forms the factor determining prosperity. 
The Keynesian theory can grasp both worlds; but at first it 
believed that the former world would be the more probable one. 
Now this view of probability is dubious. For in fact the deductive 
theory cannot by itself teach us whether a certain national eco¬ 
nomy will yield a large or a small national income. The Keynesian 
system of thought merely arranges the variables that lead to a 
given result. Some of these variables have an expansive effect on 
the circulation: these are investments and consumption. Other 
variables - the propensity to save ~ have a contractive effect. The 
way in which they keep each other in equilibrium can be shown 
in the form of a general theory, but this equilibrium can be 
quantified only if we know the figures. We have here an example 
of what has been said in Chapter t about the shortcomings of the 
deductive theory and of the necessity of quantitative economics. 
This is all the more cogent because the economic system that we 
have described above is extremely simple in its set-up. It has been 
stripped of imports and exports, of taxes and of government 
expenditure. No allowance has been made for the fact that in¬ 
vestments are not given but, as regards size, might sometimes 
react on consumption. To use the language of the next chapter, an 
extremely simple model has been used. If we introduce more 
variables - and this is necessary if we really want to give Neo- 
Keynesian theory - the force field of opposed expansive and con¬ 
tractive factors becomes more complex. At the same time the 
need for quantification becomes greater. Only when we know the 
concrete figures can we say whether an economy is growing or 
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shrinking, whether it is threatening to become bogged down in 
depressive stagnation or to soar up an inflationary spiral. 

However, quantification presupposes a conveniently arranged 
theory. This is something that we do not yet have. The Keynes¬ 
ianism discussed in this chapter is still too elementary. Things will 
improve somewhat in the next chapter. 

41S HOARDING OR SAVING THE CAUSE OF 
UNEMPLOYMENT? 

I have v^itten this section for three kinds of readers. In the first 
place it is intended for those who read a book from cover to 
cover, irrespective of the appeal of the chapters. In the second 
place it is meant for those who when reading the preceding pages 
have occasionally thought to themselves: ‘Oh well, we knew that 
already; of course a depression can come about if people don’t 
keep money moving about. If we hoard unemployment follows.’ 
This idea is rather misleading, and it is really a pity that it is so 
popular. In the third place this section might perhaps claim the 
attention of those who consider a difference of opinion among 
Neo-Keynesians, a kind of family row in other words, interesting. 
Let me add that what is stated in the following pages is a subjec¬ 
tive view. Opinions about it can differ. 

In the above the word ‘money’ did not appear when the break¬ 
ing of Say’s Law was discussed. Keynes has a money theory, but 
it operates in quite a different corner of his economic system: 
interest theory, which we shall not go into further in this book. 
The disturbance in the circulation is of course a disturbance in 
the flow of money, but it does not come about because people 
do or do not do something special with that money. In particular 
the consumers do not aim at retaining more money than before. 
They do not hoard. They do save, but that is something different. 
For the saver does not need to be a hoarder. Usually he buys 
securities, or banks the money, or loans it out. In any case it is 
not necessarily his intention to increase his cash holding. 

In the Keynesian train of thought the disturbance in the circu¬ 
lation comes about particularly because the recipients of income 
proceed to save more. They abstain from consumption. The latter 
embarrasses the entrepreneurs, since they see their sales decreas¬ 
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ing. The drop in sales reduces national income, as a result of 
which savings stay at their old level. ‘Hoarding’ does not enter 
into the picture. 

But there is a school of modern economists that sees tbJc 
matter differently. They say the following: if the savers save more, 
they retain more money. They ought really to give this at once 
to the entrepreneurs, who ought to spend the money on capiiul 
goods. If this happened, there w'ould not be any question of the 
circulation being interrupted, for investments would increase to 
the same extent as savings, and total expenditure C 4- / would 
remain constant. However, so reason these economists, we often 
see that investments do not immediately increase (in this they 
agree with Keynes). But this means that savings have been held 
in the form of money. At some point the path from saver to 
investor has become blocked; there the money is piling up, and 
there the breaking of Say’s Law begins. 

In itself this reasoning is not incorrect. It is true that the addi¬ 
tional savings, even if it is not their purpose to increase cash 
holdings, will sometimes lead to a certain hoarding. But it is 
dangerous to pay too much attention to this. For then it is so easy 
to arrive at the widespread misunderstanding that in a depression 
large cash holdings are formed which are the cause of business 
activity shrinking. These cash holdings are then supposed to 
represent the savings that were not invested. But that is not so. 
It would be so if the savings were constantly greater than the 
investments, if there was a great discrepancy between S and /. 
But this discrepancy cannot continue to exist.* It destroys itself. 
As long as S threatens to become greater than /, the money flow 
is not in equilibrium, and savings shrink. 

In my train of thought the dynamic discrepancy between S and 
/ is small and temporary. And therefore hoarding is, too. It is 
more of a minor phenomenon attendant upon economic con¬ 
traction than the cause of it. 

This subject, which is one of considerable dispute, may safely 
form a subject for study for the more ingenious theoretician. But 
it should not be stressed in a simple theory such as the one given 

* That is. in the model under discussion. If a government sector and 
international trade are introduced S and / may differ. This will be discussed 
later. 


66 



expenditure determines national income 

here. Indeed, a warning must be uttered against this, for it is 
tempting to assign to hoarding a greater role than it deserves. 

There are two reasons for this. The first is that older macro¬ 
economics always paid a good deal of attention to the pheno¬ 
menon of money. It had been discovered that bankers can make 
money - something that some older bankers themselves do not 
yet seem to believe (they think that they only lend money that 
they have received from others). We shall come back to this curious 
matter in a later chapter. However, one thing that is certain is 
that the economists were impressed by this power of the banks, 
and that they tried to explain a whole series of phenomena in this 
light. In so doing they assigned a very great importance to the 
independent effect exerted by money. This has led to many 
people having a strange view of capitalistic society. 

The second reason why hoarding is often considered more 
important as a causal factor than it is lies in the fact that in a 
depression money is in fact very easy. True, the unemployed are 
poor, the middle classes have financial worries, and the large 
entrepreneurs see themselves confronted with declining sales and 
perhaps losses, but there is still plenty of money about - in the 
hands of the rentiers. But this is not because they have hoarded 
part of their income or because they have set out in some other 
way to withdraw money from circulation. The cause is rather 
that national production has shrunk, whilst the community's 
stock of money has not decreased pari passu. The capital market 
has become liquid ~ not because S is greater than /, but because 
wealth-owners prefer to keep their already existing wealth in the 
form of money than to invest it in securities which, it appears, 
can easily drop in value on the Stock Exchange. A wealth-owner 
who fears this fall in price is sometimes called a ‘bear’; this animal 
reappears on the scene in the chapter on monetary theory. If 
desired, this liquidity preference of the bears may be described as 
‘hoarding’, if it is only borne in mind that this is not directly 
concerned with the disturbance of the circulation by the with¬ 
drawal of money from the sphere of transactions. The circulation 
has been disturbed by saving, i.e. by a reduction in consumption. 
Compared with this, the increase of liquidities hardly plays a 
separate causal role. 

1 have discussed this matter separately, not because there are 
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considerable differences of opinion about it among economists - 
the discussions relate to subtleties - but because hoarding plays 
an exaggerated part in many amateur theories on the depression, 
just as, conversely, the phenomenon of money gets too much 
blame for inflationary developments. This makes matters need^ 
JessJy complicated. It also puts the blame for unemployment on 
the wrong people, such as wealth^owners or bankers. And finally 
this train of thought may arrest the progress of a deliberate 
stabilization policy. 

We shall come back to the part that money plays in economic 
life (see page 137). It may already be remarked that models from 
which the money factor is absent are incomplete. They have also 
led on occasion to incorrect forecasts. Something more will be 
said about this in the concluding section of the next chapter. We 
shall see there that the ‘monetary’ factor must be fitted into our 
system. We shall try to do this in the chapter: ‘Old and New in 
the Theory of Money’. But it will be seen in that chapter that 
many of the older theoreticians overestimate the significance of 
money. In my opinion money theory should occupy a more 
modest place in economics than it did formerly. 
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How do we Build a Model? 

1* LOGICAL AND QUANTITATIVE MODELS 

The word ‘model’ is becoming a vogue word in economics. There 
is no objection to this as such; the drawback is that economists do 
not always mean the same thing when they use it. Sometimes the 
word relates to the subject that is going to be studied; in that case 
model means a somewhat stylized part of economic reality. 1 do 
not wish to follow this usage. Sometimes the term is used to 
designate a purely logical relation. One speaks of a model and 
means a theory. We might call this a logical model. Then we have 
the real quantitative models. In these not only is a certain logical 
relation indicated, but certain magnitudes are also placed in an 
interrelation that is quantifiable. The model is not a genuine 
model until all these magnitudes have been put in such a form 
that the figures could be filled in by an econometrist who is expert 
enough and who possesses sufficient statistical data. The logical 
models precede the quantitative ones. We are really concerned 
here with exactly the same contrast as was discussed above under 
the theme of deductive versus quantitative economics, Quantita* 
tive economics is based on deduction, but not on deduction alone; 
it is also founded on quantification via statistics. 

However, it can do no harm first to cast the Keynesian model 
in its logical form once again and to compare it with the classical 
model. Then it will be the turn of the quantitative models. 

The classicists start from productive capacity. This is fully 
employed and thus determines production and national income. 
The recipients of income decide what part of the income will be 
consumed and what part will be saved. The savings so determined 
fix the investments. In the somewhat longer run the latter in¬ 
fluence productive capacity and in that way national income. 

In schematic form the classical reasoning looks like this: 
productive capacity production == national income -► savings 
investments productive capacity. 
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The Keynesian scheme is different in appearance: 

Investment via the multiplier National Income 
propensity t i 

to save —-‘ Production and 

Employment 

Savings 

A comparison of the two schemes clearly reveals the difference 
between the two trains of thought. In classical theory investments 
come after savings, and savings in turn come after productive 
capacity. In Keynesian theory investments precede the causal 
chain, they are as it were a datum which, together with another 
datum, viz. the propensity to save, determines national income. 
Savings follow on behind; they form a passive remainder, which 
has to be there to tone down the income effects of investments but 
which barely plays any part in the causal chain. Production is also 
a resultant, as is employment; this is, of course, at variance with 
classical theory, in which production is practically in the forefront 
and is only gradually increased by changes in productive capacity. 

These logical ‘models’ can help us to depict things in an orderly 
manner. In particular they give a picture of the way in which data 
are used as a starting point, and of the path followed to arrive at 
the quantities to be explained (the independent and the depen¬ 
dent quantities). But they are not complete. For instance, they do 
not show that the equilibrium between S and / in classical theory 
is established by the rate of interest, which brings the demand for 
capital for investment purposes into line with the supply of 
capital from savers. In Keynesian theory this equilibrium is also 
established, but in quite a different way: there national income 
adjusts itself, so that savings, given the propensity to save, are 
brought into line with investments. It will be clear that this is an 
important point: it matters a good deal to a community whether 
the equilibrium between saving and investing is brought about 
by the movement of the rate of interest or by the movement of 
the national income. A rise or fall in the rate of interest is noticed 
by the rentiers, by the Stock Exchange, by the bankers, in short 
by the world of small and big finance. It is by no means an 
unimportant phenomenon, but nevertheless it is a limited one. 
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Movement of the national income, on the other hand, is felt by 
everyone. The reduction in income hits big businessmen, the 
workers, the farmers, and the middle classes ; they are all dragged 
through a depression to reconcile a certain value of the propensity 
to save with a certain level of investment. If the quantities work 
out in a somewhat different relation to each other, the community 
prospers. This mechanism is therefore much wider in scope than 
the fluctuation in the rate of interest. It is now time to specify 
these trains of thought more exactly by means of a quantitative 
model. Such a model may be complicated, and frighten off the 
non-mathematician; the equations may also be of extreme 
simplicity. The Keynesian theory as outlined above offers an 
example of the latter type. 

2 THE SIMPLE KEYNESIAN MODEL 

The equations that we need are, in words, the following. There 
are three of them. 

No, 1. National income equals the sum of consumption expendi¬ 
ture and investment. (This is an outcome of the proposition that 
Y ^ P; see section 1 of the previous chapter.) 

No, 2, Consumption depends on national income. In the previous 
chapter we have designated the relation between consumption 
and income as the (average) propensity to consume. Let us take 
the simplest case, that in which the relation between the growth 
of the income and the extra consumption resulting from it is 
constant; this relation is the marginal propensity to consume. 
Part of income is ‘autonomous’, that is, it does not depend on 
current income. In that case the average propensity to consume 
drops as income rises. This is the case discussed by Keynes. It is 
still insufficiently realistic, but can do excellent service as a first 
approach. 

No, 3. Investments are given. This means that they do not 
depend on the other variables in the model, especially total 
expenditure. This is a fairly improbable assumption, one that 
we shall have to change later. We shall have to consider further 
the question of which factors determine investments. This will 
be done in the next section. 

This simple set-up gives us oxir model. There are three equations, 
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of differing nature. The first is a simple sum; it represents an 
equality, without quantities being involved other than the 
variables that we want to find out: y = C -f /. The second is a 
‘regression equation*; it can take the form C === A -h cK The 
coefficient c represents the extent to which V is influenced by C; 
in general such a quantity is called a regression coefficient, in 
this case the regression coefficient is called the marginal pro¬ 
pensity to consume. The third equation (/ = /q) is hardly a real 
equation; it is merely a piece of notation to say that we do not 
bother to analyse the variable /. 

These three equations determine the three quantities that we 
want to know. National income is fixed, as are consumption, 
savings, and, of course, investment. 

A pleasant feature of this model is that it can be represented in 
the form of a graph that gives a clear summary of Ke>7ies*s 
theory. The graph shown in Fig. 3, or at least the top part of it, 
is therefore held in great esteem by the Neo-Keynesians. 

On the horizontal axis national income Y has been plotted. 
This is a money flow; its size is what we want to find. On the top 
part of the vertical axis we have the sum of consumption and 
investment. This sum C 4- / represents the total production of, 
and expenditure on, goods and services. In Keynes’s theory 
C -h I and y are equal, as emerges from the first equation. This 
first equation will be represented in the figure by a line which 
passes through the origin at an angle of 45° to the axes. For every 
point of this line y == C + /. The point of equilibrium will 
therefore have to lie on this line in any case. 

Next the line C== A + cY is drawn: the consumption func¬ 
tion. This is a straight line that intersects the 45° line. At the 
point of intersection consumption equals Y; at this point, there¬ 
fore, the whole income is consumed; nothing is saved (and 
nothing is invested). The national economy is ‘stationary’ here. 
It moves constantly in the same channels; productive capacity 
does not expand. Left of the point of intersection capital is eaten 
into: savings are negative. Right of the point of intersection the 
national economy begins to save. The savings are represented by 
the difference between the 45° line and the consumption line. 

To arrive at the total expenditure, the sum invested I must be 
added to the consumption function. The curve is shifted in an 
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upward direction over a distance L In this way we find the total 
expenditure function C + /. This gives the total expenditure in 
relation to the national income. 

The point of intersection V of this total expenditure function 
and the 45° line is the Keynesian point of equilibrium. There the 
entrepreneurs get back exactly the sum that they spend on the 
factors of production, including their profit. There is no reason 
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for swelling or shrinking of the flow of money and goods. Tlie 
national income has been determined. It is represented in the 
graph by No other point can exist (permanently), for it 
implies a discrepancy between receipts and expenditure of business. 

There is consequently only one size of national income pos¬ 
sible: that size at which this income generates exactly as much 
expenditure as its own size. A national income that evokes less 
expenditure than its own size shrinks. A national income that 
evokes more expenditure than its own size expands. The cir¬ 
culation is at rest only at V, This is the essence of Keynesian 
theory. 

The size of the income O is not related to the community's 
productive capacity. It may work out smaller than would be 
possible with the available working population and the level of 
labour productivity. This is represented in the graph by extending 
the vertical axis downw'ards. On this is plotted £*, employment. 
The relation between E and Y is a straight line in the fourth 
quadrant, given by h. The gradient of this line is determined by 
the productivity of labour, which we have defined as national 
product (national income) divided by the quantity of labour 
Y 

used: Accordingly as labour productivity lies higher, the 

E 

Straight h becomes increasingly horizontal. 

This h line helps us to determine whether total expenditure on 
goods and services does or does not yield a satisfactory national 
income. We produce the perpendicular VY^ downwards, and go 
to the left from the point of intersection with the labour pro¬ 
ductivity line. There we find a point This is the employment 
that results from the model. But perhaps this is too small, in 
the sense that unemployment ensues. Let OE^ represent full 
employment, the point at which the whole working population 
is employed (apart from frictional unemployment, seasonal un¬ 
employment, and the like). By returning to the Y axis via the h 
line, we find the national income that would be needed for the 
state of full employment. It is the most desirable result that our 
model could show. In the state of affairs that we have depicted, 
employment is too small. Unemployment is National 

income is also too small: Y^ Y^ has never come about. Why not? 
Because the total expenditure was too small. It was only VY^ 
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To yield an optimum national income it should have been fVV . 
y is thus the False Equilibrium. fV the True Equilibrium. The 
False Equilibrium, the cause of unemployment and of the too 
small national income, is in turn caused by C -f / having a 
deficiency of — VY^. We call this the deficiency of demand 
or the deflationary gap.* By assuming a different position of the 
C -f y curve the model would have produced an inflationary gap. 
These gaps are the villains of the piece ; if a happy ending is to be 
achieved, they have to be got out of the way. In our story this is 
the task of the government. Keynesian policy means eliminating 
a gap between actual spending and the socially desired amount 
of spending. We shall come back to this later. 

In this model the factors are given which determine national 
money income. But in the meantime a number of related prob- 
lems have been solved. One of these is the definition of the 
concepts inflation and deflation. The Keynesians speak of 
inflation if F lies to the right of IV ; this is an inflationary situation, 
(Inflation can also be defined as a process: this is the case if V 
lies to the right of W and moves farther to the right. A move¬ 
ment to the right that has not yet reached W is then called re¬ 
flation. A deflationary process occurs if V, already to the left of 
moves to the left; if K is to the right of and the movement 
is towards IF, this is called disinflation; the inflationary gap be¬ 
comes smaller. In each case the criterion is therefore whether the 
total expenditure C 4- / brings the point of full employment 
closer or not.) 

These definitions are rather narrow; they are concerned only 
with employment, but nevertheless they make a very useful 
first approximation. (We shall have an opportunity later to make 
the objectives of economic policy more realistic.) The remarkable 
thing is that this Keynesian inflation and deflation seem to be 
entirely detached from increases and decreases of the quantity of 
money, the very things with which they are associated in com- 

* This term is also used in a different sense, viz. to mean the primary 
impulse required to eliminate a given total deficiency of demand. It is so 
used by, for instance, P. A. Samuelson. This gap is smaller than ours; the 
ratio between the two is equal to the multiplier. I prefer my own definition, 
since in practice the total deficiency of demand is easier to calculate than 
the impulses which are supposed to be able to eliminate it. For in practice 
the multiplier cannot be exactly calculated. 
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mon usage. Here inflation is not too much money but too much 
expenditure. These resemble each other, but they are rot the 
same. We shall now shelve this matter until we come to the 
theory of money (Chapter VII). 

This is a suitable moment to ask ourselves what exactly the 
difference is between the classical and the Keynesian models. 
Classical theory can also be depicted in a graph like the one we 
have drawn. Whilst the result in Keynesian theory is an income 
that does not give full employment (the latter happens only by 
chance), the classical reasoning will always lead to the income 
O y^. Why is this ? 

We already know that there are two reasons for this. The first 
is Say’s Law. This entails that the flow is in equilibrium at every 
point on the 45° line or, in other words, that the C + / line of 
expenditure coincides with the OfV production line. Every size 
of production creates the equivalent total expenditure, and can 
therefore be maintained. (In Keynes’s theory there is only one 
size of production that does this, viz. that indicated by the point 
of intersection of the C 4* / function and the 45° line.) And since 
every size of production in the classical view is a bull’s eye, macro- 
economically speaking, there is no reason for underloading the 
machinery of production. There is no reason for an inflationary or 
a deflationary gap. But should this occur for a moment, the price 
system, and especially the working of the rate of interest and the 
wage level, will ensure that economic life glides effortlessly to 
point fV. The price system therefore supplies the second classical 
reason for reaching fV. On the 45° line there are no resistances to 
restrain this movement. In the Ke 3 mesian system this restraint 
exists: it is the C + / line. This intersects the 45° line. In the 
classical theory both lines coincide. 

A further striking point is that in the determination of the 
Keynesian point V the price system does not occur, nor do wages, 
nor does interest as the establisher of equilibrium between 
/ and 5.* 

♦ It will emerge from the following section that the rate of interest has a 
marked effect in orthodox Keynesian theory, but that this effect is of a 
different nature. In Keynes’s opinion the rate of interest does influence 
investment, but docs not serve to create equilibrium between S and /- the 
movement of the national income attends to thaL 
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jt is definitely no law of the Medes and Persians that a Key¬ 
nesian model such as the one we are now discussing must v\e\d a 
deflationary situation. If we move the line C -h / a little upwards 
and thus start from a strong urge to consume and a marked 
tendency to invest, the point of intersection with the 45^^ line 
moves to the right. National income increases, ^n efftcacious 
method of achieving this in the graph is not so much to move the 
total expenditure line vertically upwards as to rotate it. If this line 
assumes an angle that lies in the neighbourhood of 45“, the point 
of intersection V can suddenly move strongly to the right. (This 
is a case which will engage our attention again when we discuss 
the stability ot national income, see p. 83.) The income then 
increases vigorously; V, the False Equilibrium, moves to the 
right of the True Equilibrium; via the h line we then end up at a 
point on the JE'axis that lies ‘below’ This means that there is a 
greater demand for labour than the working population can 
satisfy. The national money income is then too great and tensions 
occur in the national economy. More goods are demanded than 
business can make. This is an inflationary gap, which can be 
graphically analysed in exactly the same way as the deflationary 
gap. 

It is again evident from the latter that Keynesian theory is not 
only useful for explaining depression and unemployment. The 
reasoning can also serve to describe and to explain inflation. 
Everything depends on the position and the location of the 
C + / line. It is now time to consider this material problem 
somewhat more deeply. ♦ 

• The attentive reader may perhaps feel that the Keynesian theory con¬ 
tained in this model is different from the one explained in the last chapter. 
Concepts and propositions that played a central part there, such as the 
multiplier, the propensity to save, and the equality of S and /. have not 
turned up. But in this respect the graph is a puzzle picture. Everything is 
there, but you don’t see it right away. If you look closely you will see that 
the marginal propensity to consume is represented by the gradient of the 
consumption function in relation to the Y axis, so that the propensity to 
save must also be given. (Incidentally, we can best depict the latter quantity 
graphically by using a somewhat different figure, which shows the income 
on the horizontal axis and the difference between the consumption function 
and the 4S*’ line on the vertical axis. This is a twin brother of our graph; it 
also shows the multiplier somewhat better.) In our drawing 5 «= / is im¬ 
mediately apparent; this equality is realized exclusively at V, 
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3 • WHAT DETERMINES INVESTMENT? 

The question of what determines expenditure on capital goods 
has been touched upon now and again above, but has not yet been 
answered. In the classical system the answer was simple: savings, 
in their turn determined by the savers, give the extent to which 
the stock of capital goods will increase, the rate of interest sup¬ 
plying the right signals. In orthodox Keynesianism this relation 
has been entirely abandoned. For investments determine savings, 
and not the other way round. Though it remains to be seen 
whether this is true as it stands. We shall come back to this. 

Keynes himself had a very concrete theory about the deter¬ 
minants of /. If the entrepreneurs arc considering buying new 
machinery, they have in mind a certain additional profit that is to 
result from this. By capitalizing these profits of successive years 
the value of the new capital good to the enterprise is found. In 
this capitalization the rate of interest plays a big part; the higher 
the rate of interest at which you capitalize, the lower the value. 
Now it is always possible to point to a certain rate of interest 
that makes the value of the additional capital good equal to its 
cost. Keynes calls this rate of interest the marginal efficiency of 
capital, in my opinion a somewhat artificial term which often 
gives rise to confusion with related concepts. And Keynes’s 
investment theory amounts to the fact that the entrepreneur will 
buy the capital good in question if its marginal efficiency is 
higher than the rate of interest at which he can borrow money. 

But in Keynes’s theory this rate of interest is not determined 
by the supply and demand of savings (after all, S and I are 
equal), but by people’s liquidity preference and the quantity of 
money. Thus the quantity of money influences investments via 
the rate of interest. Keynes borrowed this strategic effect of the 
monetary factor from a Swedish economist, K. Wicksell (c. 
1900). Many Neo-Keynesians do not follow him in this. They 
consider total expenditure and its movements more important to 
I than the financial sphere. 

The argument that the rate of interest determines the size of I 
is not illogical, but it seems hardly realistic. In fact the rate of 
interest probably plays a minor role: one of the reasons for this 
is self-financing out of profits, a matter for which insufficient 
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allowance is made in orthodox Keynesian theory. It has been one 
of the first fruits of quantitative economics, and in particular of 
the investigation performed by Tinbergen,* that the rate of 
interest has proceeded to play a somewhat more modest part in 
economic thought. The influence of interest had been over¬ 
estimated not only by Keynes but also by various classical and 
other authors. 

The marginal efficiency of capital no longer plays an important 
role in economics. It is one of the aspects of the General Theory 
that has not been able to hold its own. But in one respect it has 
brought an old truth to our notice again. Investments are to a 
considerable extent determined by expectations for the future, 
and therefore by psychological factors. For this very reason the 
prevalent mood among entrepreneurs is of tremendous impor¬ 
tance to economic equilibrium. If they take an optimistic view of 
things and buy more capital goods, there is a good chance that 
the income effects which this will evoke will prove them right. The 
expectations for the future tend to realize themselves via the 
flow of goods and money. This psychological influence may be a 
reason simply to accept investments in the model as given. 

But this is a makeshift solution. Entrepreneurs do not act on 
whims; the determinants of investment lie not only in the psycho¬ 
logical but also, and in particular, in the sober sphere of business. 
Expectations with regard to future sales are the entrepreneur’s 
guide. 

The effect of sales on capital outlay entails a complication. At 
first sight it does not seem implausible that a 10 per cent rise in 
sales must lead to a 10 per cent increase in productive capacity, 
and therefore also to a 10 per cent increase in investment. But 
this is not so; the increase in investment tends to be greater. 

This remarkable thing can best be explained by starting from 
the difference between investment for replacements and invest¬ 
ment for expansion. In the normal course of business, machinery 
is constantly being written off and replaced. This leads to a level 
of gross investment that is needed to keep up the stock of capital 
goods. Part of the sales of the capital goods industry is based on 
this. Now to this part are added the investments for expansion. 


• Statistical Testing of Business Cycle Theories, 1939. 
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They can give the sales of machinery a strange look. Let me 
illustrate this by an example. 

Let us suppose that a shoe factory makes 100,000 pairs of shoes 
a year. It has ten machines at work, each of which lasts ten years. 
Their age is spread uniformly over the years, so that every year 
one machine is replaced. The engineering firm that makes these 
machines therefore sells one a year. Now the sales of shoes in¬ 
crease by 10,000 pairs, or 10 per cent. To meet this additional 
demand one new machine is purchased. The sales of the engineer¬ 
ing firm now rise from one to two shoemaking machines; an 
increase of no less than 100 per cent. The percentage by which the 
sales have increased has increased tenfold in passing from the 
shoes to the machines. This is known as the acceleration principle. 
Accurately formulated, it implies that investment is proportional 
not to sales but to the increase in sales: 

/== fl.A(C + /). 

This is the investment equation which we would have to include 
in our model if the acceleration principle effectively described 
reality. What the surprising result would be is described in the 
next section. 

However, the acceleration principle, though remarkable, is not 
quite realistic. The entrepreneurs do not react entirely in this 
spirit- Productive capacity is not as rigid as the acceleration prin¬ 
ciple assumes. In actual fact the increases in consumption do 
spread in intensified fashion to the investment activity, but this 
intensification is not as accentuated as the acceleration principle 
assumes. If there is overcapacity, the principle docs not work at 
all. The acceleration principle is moderated by a certain flexibility. 
This may be expressed in an equation which implies that invest¬ 
ments are determined by the difference between the stock of 
capital goods desired by the entrepreneurs and the actual stock. 
The former then depends in turn on the expected expansion of 
sales. The regression coefficients of this equation show how lively 
the acceleration will be; it may be great or small, according to 
circumstances. Such a relation is called the flexible accelerator.* 

♦ R. M. Goodwin. *SecuIar and Cyclical Aspects of the Multiplier and the 
Accelerator*, in: Income, Employment and Public Policy, Essays in Honor of 
Alvin Hansen, 1948. 


80 



HOW DO WE BUILD A MODtL*? 

another view of the investment equation is possible. We 

^ the expansion depend on the volume of expected sales. 

But it can a\so t\%W\v he said that profits determine investments. 
Profit is the aim and forms the incentive; moreover, the profit 
normaWv serves to finance a great deal of the investments. There 
is not a single sound firm that relies in all circumstances on the 
capital market if expansion is envisaged. A new share issue means 
that the old shareholders get less of a return on their nroney. 
Financing from reserves is often considered safer, soUder, sounder. 
Statistical surveys confirm this rule. It was found for the United 
States that two thirds of the gross investments by big business 
were financed by retention of profits. The figure for the Nether¬ 
lands is even higher; in the 1950s the self-financing percentage for 
corporations was approximately 90 per cent. And it was about 
the same for small firms. After all, the trading middle classes 
have to do their financing from their own savings. They can 
hardly fall back on the capital market, and they do not benefit 
from the Keynesian proposition that every / yields its own S. 

The investment equation will therefore perhaps have to include 
profits, too. In his above-mentioned investigation for the United 
States Tinbergen paid particular attention to the generation of 
profit. He got good correlations. But this does not necessarily 
mean that sales are of no importance. 

The conclusions which can be drawn from the importance of 
savings by enterprises are not only relevant to the investment 
equation. They could change our view of the macro-economic 
relation. The Keynesian idea that savings form a purely passive 
quantity at the far end of the causal chain (see section 1 of this 
chapter) is only a half-truth. It is true that S is determined by Y, 
and thus by /; but at the same time S again determines the size 
of the investments in many cases. In this respect the classicists 
are not as far wrong as some Keynesians thought. Nor is this 
denied by the Neo-Keynesians. 

The savings of enterprises and their effect on investment in¬ 
fluence our view of the circulation in two other respects. In the 
first place we see that saving is an activity not only of the house¬ 
holds, but also of the firms. It occurs not only ‘at the bottom of 
the circular flow’ but also ‘at the top’. And in the present institu¬ 
tional circumstances it is there that the most profuse source of 
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savings is to be found, besides that of the collective investors such 
as the life insurance companies and pension funds. The firms 
retain part of their net income, in exactly the same way as con¬ 
sumers do. All of this has to be included in the propensity to 
save. 

A second important consequence of the manner in which the 
size of the investments is determined concerns the savings para¬ 
dox. Keynesian theory had discovered a strange contradiction in 
saving. People save to acquire savings - but it does not help 
them. By so doing they reduce their income, and the savings 
balances remain what they are. That is to say, in the most 
favourable case, for orthodox Keynesianism may take an even 
gloomier view of things. After all, the sales of consumer goods 
have dropped, and this will have its repercussions on investments 
- perhaps even according to the acceleration principle. Then the 
circulation shrinks still further, and savings decline. This is the 
savings paradox: more saving leads to smaller savings. 

Now that we have considered the determinants of investment 
in somewhat greater detail, we know that in practice this paradox 
is not as bad as it looks. There are savings that lead direct to 
investments. To put this in another way: there are investments 
that cannot be made before saving has taken place. The origin 
of this lies in micro-economic situations. On the macro-economic 
plane the savings will put in an appearance, but this is no help 
to the grocer who wants to buy a delivery van. By observing the 
micro-economic situation we come closer to classical theory. This 
does not entirely do away with the savings paradox, but the 
contradiction is no longer as acute. Only quantitative results can 
say for certain whether the savings paradox has been done away 
with or not. And if it proves to exist, it must be removed by the 
government’s macro-economic policy. 

It will be evident from the above that the form of the invest¬ 
ment equation is still the subject of study. This also applies to the 
consumption equation, by the way. New explanatory variables 
can always be added and tested. What in fact has to be done is to 
split the investment equation into a number of sub-equations, 
since the investments consist of different parts. In this way 
allowance can be made for the fact that part of / is not so much 
induced by the growth of sales as governed by the progress of 
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technology (autonomous investments). There is also some point 
in detaching investments in raw materials (which are sometimes 
speculative, and then depend on the expected price movement) 
from those in machinery. Then it is obvious to place housing in 
a separate equation; it has often played an important role in 
inflation and deflation, but its explanatory variables are of a 
special nature (growth of the population, government measures). 
This principle - splitting up equations - is very important. It can 
make our insight more realistic, it ‘opens up’ the model, and as 
a result it stimulates the thought and the progress of economic 
science. We shall come back to this later on. 

4 THE STABILITY OF NATIONAL INCOME 

A question of practical importance is to what extent national in¬ 
come is sensitive to changes in the determining variables and in 
their interrelation. If the equilibrium is sensitive, there is a con¬ 
siderable danger of fluctuations in prosperity. We then live in an 
unstable world, in which we are constantly threatened with in¬ 
flation and deflation. 

This sensitivity can be read off from the graph shown in Fig. 4. 
It is manifested by the angle at which the total expenditure curve 
intersects the 45° line. If this angle is a fairly wide one there is a 
good chance of the system standing firm. It is rather like a cyclist 
who wants to ride on the pavement. To get up there he should 
preferably take the kerb at right angles. If he takes it at too narrow 
an angle, he scrapes along it, and then it cannot be said for certain 
where he will end up on the pavement. He may even fall. 

A number of things may be said a priori about the angle 
between the C -f / line and the equilibrium line. In the earlier 
figure we drew the total expenditure curve fairly flat, so that an 
obvious equilibrium was created. As investments were taken as a 
constant in that figure, this means that the marginal propensity 
to save is high. However, it can also be quite well imagined that 
the consumption line originally runs fairly close to the 45° line - 
the recipients of income in that case have no scope for saving - 
and curves away somewhat to the right at a higher income. The 
curvature of the consumption function then introduces stability 
into the system. This form of stability has attracted the attention 
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of the prophets of stagnation; they deduced from it that the 
national income would be stable, but at too low a level. 

But total expenditure is not determined by consumption alone. 
Investments must be added to the C line. If these are independent 
of the other variables in the model, as we first assumed, addition 
of these investments makes no difference to stability. This is the 
total expenditure V curve in the figure. But now note what 



hap^ ,f not only consumption but also investments depend on 
total expenditure. In that case we do not even need to believe m 
the genuine acceleration principle to find a C + / line that scranes 

Mnted by the total expenditure 2' line. We can clearly see how 
mvestoents oj^rate as a destabilizer. The total expenditure line 
C + I curves increasingly up and away from the C line and 
adopts an angle of almost 45» to the horJiL 

tomething most peculiar happens: there is no longer any point 
of inter^ion with the equilibrium line. The model ‘expires’ 
TTie national money income exceeds all bounds, demand is no 
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longer checked (at least in this model). We have a situarin« 
unbridled inflation. 0* 

IttmgjMbe as view to point ont to the reader now that this un¬ 
controllable inflation is the result of only two things; the form of 
the consumption function and the investment function. Together 
they drive the demand for goods and services beyond the bounds 
of productive capacity. This much is certain, that this inflation in 
our model is not the fault of the government for having exces¬ 
sively inflated the supply of money. Nor are the bankers to blame 
for having given credit rashly. Even less is it due to price-raisers, 
profit-makers, stock-jobbers, or other mysterious figures. None of 
these scapegoats of the inflation process is around. There are only 
recipients of income who for once see no point in a high propen¬ 
sity to save (which they are fully entitled to do), and there is a 
certain relation between total expenditure and investment. It is 
nobody’s ‘fault’. We shall return in the chapter on money theory 
to this question of guilt, which is of course important to daily life 
and to economic policy. 

This interplay of two functions has been pushed very much to 
the fore by a number of later Keynesians. Since then it has been 
known as the ‘interaction of the multiplier and the acceleration 
principle’. The process can also be very well described in words, 
quite vividly in fact. Let us assume that at a given moment 
consumption increases because peoplehave become somewhat less 
thrifty. The entrepreneurs see their sales increase, and react to this 
by buying more machines. To the normal orders which they place 
with the engineering industry for the purpose of replacing worn- 
out machinery are added the extra orders ~ the production of 
capital goods therefore increases by a multiple of the original 
increase in consumption. But we know that an increase in produc¬ 
tion is translated into an increased income for the factors of 
production. The households proceed to spend part of that in¬ 
come - and that again causes sales to increase. Once again the 
entrepreneurs do good business, and again they decide to increase 
capital outlay. This investment comes on top of the previous one, 
which is perhaps still having its effect. And in this way accelera¬ 
tion and multiplier reinforce each other reciprocally. 

However, the opposite can also happen. If economic life has 
been at rest for some time, there is a chance that the expansion 
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investments will not be made as readily as they were. The entre¬ 
preneurs will confine themselves to replacing their worn-ou'. 
machinery. They may not have a very gloomy view of the future; 
it is sufficient if they prefer to await developments. The conse¬ 
quence is that the sales of the capital goods industry decrease 
sharply. The drop in production makes itself felt in the incomes 
of the factors of production in the engineering and building 
industries. And this then means less consumption. In this way 
the drop in sales makes its effect felt throughout the economy. 
The acceleration principle has done its dirty work, and the multi¬ 
plier ensures that the deflationary effect spreads. Then the accele¬ 
rator begins to work again. And so the system slips into the 
depths of a depression. 

We thus see that a model consisting of a consumption function 
and an investment function can easily become unstable. It goes 
almost without saying that those who discovered this were 
struck by their find and began to think that the interaction of the 
two functions describes a realistic process. 1 doubt that. For the 
model that we are now considering is much too simple. We are 
far from having a complete picture of the stabilizers and the 
destabilizers that have been ‘built in’. Reality is more complicated, 
and we shall have to examine why. 

1 should like to mention a further important factor. A model 
such as our present one derives its significance from the fact that 
the relations used are comparatively stable. Their result may be 
unstable, but the regression coefficients of the consumption and 
the investment function remain the same. If they do not, and the 
functions on which the reasoning has been built up begin to 
vanish, the model becomes shaky; it loses its usefulness and also 
its theoretical foundation. 

However, the stability of our consumption function is not 
beyond suspicion. In other words it is not certain that every value 
of the national income is also matched by a certain well-fixed 
value of consumption. It may also sometimes happen that con¬ 
sumption changes in size while national income does not give 
cause for this. 

A single change in saving habits or, in the terms of the model, 
a shift or twist of the consumption curve, does not interfere with 
our reasoning. The very advantage of the model is that we can 
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t'cate the effect of such a change. But if fluctuations in t\\e 
Stween extra income and extra consumption become the 
if the marginal propensity to consume can no longer be 
red on our model cannot be used any more. It is then too 
•mitive! In that case new explanatory variables will have to be 
? eluded in the consumption equation. Some of them arc obvious 
ones. Take for instance the growth in population: babies are 
expensive and big families are small savers. Another factor IS the 
distribution of income*, the more uniform this is, the higher the 
pTopenstty to consume w\\\ be. Tfowever, these factors have a 
graduat effect. In the short term consumption may vary for two 
reasons which both form serious complications in their own way. 

The first complication lies in the durable consumer goods. 
Purchase of these can be postponed. This means that not only 
the income itself but also, and in particular, the expected income 
in the near future proceeds to play a part in the extent of con¬ 
sumption. The latter variable can be inserted in the model. But 
then ‘psychological factors* may play a role in the postponement 
or the acceleration of spending on durable goods. From the 
theoretical point of view this is dreadful. G. Katona, author of 
The Powerful Consumer (1960), for this reason does not believe 
in the possibility of setting up a properly stable model. This 
problem is not at all solved yet. My suggestion would be to 
extract the durable consumer goods such as cars, furniture, 
television sets, refrigerators, etc., from the general consumption 
function and to place them in a special equation. This probably 
displays a special affinity with the investment equation: there too 
there is a reaction to expectations for the future regarding the 
growth of income. The problem is not solved in this way, but it 
is isolated for further study. 

A second complication concerns the money factor. The short 
history of the construction of models has already yielded an 
instance of the difficulties that may be encountered in this respect. 
At the end of the Second World War American economists un¬ 
derstandably worried about the post-war economic situation. 
They feared that the disappearance of the armaments contracts 
might start off a multiplier process that would then be intensified 
by acceleration. Entirely in the spirit of the above reasoning they 
had ventured to make predictions on the basis of an econometric 
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model, and they feared a slump. This did not happen. Not only 
did the total demand not drop, but it actually increased. The 
point of equilibrium V did not shift to the left, but to the right. 
It was not so much unemplo 3 mient that proved to be the big 
problem; inflation reared its ugly head. 

The model had therefore not yielded the right results. How did 
this come about? The reason probably lies in the situation in 
which consumers found themselves at the end of the war. They 
had had to abstain from consumption for the last few years. The 
war was over - the consumers wanted something a little more 
cheerful. The propensity to consume rose. 

In itself this was hot yet at variance with the essence of the 
model - at most with the value entered for the regression coeffi¬ 
cients. For it was obvious to believe that an understandable and 
unique change in the propensity to consume was occurring here. 
But upon reflection matters proved to be more complicated. For 
the consumers did not only have their psychological reasons for 
desiring a somewhat higher consumption. They also had the 
financial resources to do so. The war had led to people having 
large cash holdings. These liquidities did not only make consump¬ 
tion possible: they encouraged it as well. Much of the additional 
consumption originated from the spending of increased cash 
holdings. 

Now this is unpleasant for our model. On the one hand the 
influence of cash holdings is difficult to predict. What will the 
consumers do if they have money in their pockets? Will they 
perhaps try to collect still more money? Or will they get rid of 
it at some unpredictable moment by greater consumption? Or 
will they perhaps spend it on securities? The position of the 
consumption curve becomes less certain, the model becomes less 
stable. It cannot be said whether the income will become more 
stable or more unstable as a result. In 1946 cash holdings in the 
United States were a stabilizer, in 1956 they were a destabilizer 
in the Netherlands; the increase in consumption led to a some¬ 
what increased inflation. 

Another unpleasant aspect of these cash holdings is of a more 
theoretical nature. It proves that the presence of abnormal 
liquidities among the consumers may be relevant to consumption. 
But that influence has not been included among our variables. 
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i^^^yiiiodem economists consider this to be a seriouS dTSWbSCt 
/the simt*'® Kcvnesian model. Money plays no part m it. W'e 
shaVl gomvo ■im'stwiKwt tM3te,\\Jii!y\a\cT, i\nce\'l'tos\e{l totn- 
teresting differences o? opinion among the Neo-Keynesians. 

It follows from ail this that the simple straight line from the 
Keynesian figure cannot contain a usable consumption equation. 
Come lo that, this is quite obvious it make a sampVe ca\cu\a- 
tion in which the equation has for instance the form C = 0*4 
y + 30. At an income of 100, C is then 70 and S is therefore 30. 
But if the national income grows to for instance 200 - which with 
the present growth figures can happen in about twenty years-the 
result is most strange: C = 110 and 5 = 90. The average pro¬ 
pensity to save is 45 per cent; this is exceedingly high. In the long 
run, therefore, allowance will have to be made for a structural 
increase in the propensity to consume. But how? That is an 
unsolved problem. 

And so the consumption function gives rise to numerous 
questions. That is precisely one of its pleasant aspects: it stimu¬ 
lates research. In the last few years a series of attempts have been 
made at a more exact explanation. For instance, M, Friedman has 
tried to establish a fixed connexion between consumption and 
that part of the income that the households regard as permanent. 
The fluctuating parts of the income, i.e. the extras, are said to 
display no fixed propensity to consume. Such investigations are 
experimental; the last word has not yet been spoken. 

In this uncomplicated book we do not wish to try to describe 
in detail the above refinements, the more so because the three- 
equation model reproduced above has other shortcomings that 
do demand our attention. To begin with, international trade does 
not appear in our model, nor does the effect which government 
expenditure and taxation have on the circulation. These two 
sectors give rise to new equations. We shall now look into this. 
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The Impact of International Trade 

I THE CLASSICAL VIEW OF THE 
BALANCE OF PAYMENTS 

Since olden days economics has concerned itself with the pheno¬ 
menon of international trade. In the thirties it looked as if a 
well-rounded theory had been achieved in this field too - until 
here, as well, Keynesianism elucidated new relations. The modem 
views closely follow what was said above about the macro- 
economic equilibrium. They regard the international movement 
of goods and the income effects that are the result as part of the 
circular flow. To grasp the significance of this it is as well to 
confront the modern views with some older ones. In this field, 
too, it may be said that some still adhere to pre-Keynesian one¬ 
sidedness ; it stands in the way of a correct insight into practical 
problems, such as those of the equilibrium of the balance of 
payments, of devaluation, of flexible rates of exchange, and the 
like. (My critics will no doubt raise the point that my own rea¬ 
soning suffers from post-Keynesian one-sidedness, and they may 
be right.) 

The older views originate in a discussion that began centuries 
ago. The sixteenth- and seventeenth-century writers on economic 
problems - the mercantilists - had a clear purpose in mind: they 
wanted to make the country in which they lived a strong one. The 
best way to strength was wealth ~ above all wealth in terms of 
gold, since with gold mercenaries could be mustered and fleets 
could be fitted out. How is gold to be obtained if the country has 
no gold mines? The answer is foreign trade. By selling other 
countries more goods than are imported from them a favourable 
balance with these countries is created; this was once upon a time 
covered in gold, and it still is today in a certain sense. The ratio 
between imports and exports was called the balance of trade. It 
was later realized that the gold balance with which the mercanti¬ 
lists were concerned was also affected by other items not directly 
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concerning trade: the proceeds of services, the interest on debts, 
and the like. All these items together, including the balance of 
trade, were subsequently given the name of balance of payments. 
This is therefore a list of transactions with other countries, over 
a given period (generally a year) which give rise to payments.* 
If the incoming payments are greater than the outgoing ones, the 
balance of payments is called favourable. In that case gold (or 
foreign currency) enters the country. In the opposite case - that 
is to say when the country, roughly speaking, buys more abroad 
than it exports - a drop in the gold stocks is the obvious conse¬ 
quence. The mercantilists therefore aimed at a favourable balance 
of payments. One of the ways in which they did this was to check 
imports of finished products as far as possible by import bans and 
the like. The Navigation Laws of the middle of the sixteenth 
century were also an attempt in this direction. 

The mercantilistic view was combated by later writers. From 
Adam Smith onwards economists went to a good deal of trouble 
to make it clear that a favourable balance of payments cannot 
be maintained in the long run. For, so ran the criticism of mer¬ 
cantilism, if the balance of payments is favourable, and therefore 
gold pours into the country, the medium of payment (in this case 
the gold coin) will become abundant. More money means higher 
prices. The country that receives gold becomes an expensive 
country. But an expensive country prices itself out of foreign 
markets^ It will lose its foreign customers to other, cheaper 
countries. And so exports decline to a level at which imports of 
gold are no longer necessary; the price level then comes to rest, 
and imports and exports are equal to one another. This is the 
classical theory of the equilibrium of the balance of payments. 
Exports cannot lastingly exceed imports; the prices attend to the 
equilibrium. In this train of thought an adverse balance of pay¬ 
ments leads to the export of gold and a drop in prices; exports 
increase; and the deficit on the balance of pa 3 mients cannot 

• If wc gpeak below of the balance of payments, we mean the current 
payments, i.e. excluding movements of gold and capital. The equilibrium of 
the balance of payments is equilibrium on current account (imports and 
exports, service transactions, donations, returns on capital, transferred 
profits). ‘Export* is therefore a short way of saying *all current transactions 
that bring in foreign exchange’; it should not be understood in its narrow 
sense of export of goods. 
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therefore be maintained any more than the surplus on the balance 
of payments. 

The attentive reader will have encountered a typically classical 
idea in this. It is the price system that establishes equilibrium. 
We have also encountered this in the equilibrium between S and 
/, where the rate of interest - the price of capital - in the classical 
view attended to the equality, as in general the price of a good has 
the function of bringing supply and demand into line with one 
another. Small wonder, therefore, that the import and export 
argument fitted so well into classical theory. And small wonder, 
too, that the modern theory differs in its view of this as well. 

Let us examine this classical equilibrium mechanism a little 
more closely. The first link in the reasoning is that gold enters the 
country because the balance of payments is favourable. (This is 
the mercantilistic aim.) The second link is the rise in the price 
level in the country receiving the gold. This link is rather weak, 
firstly because ‘gold’ is here put on a par with ‘money’, and this 
need not always be so. But there is more. As we shall see later, 
it is not necessary that a country in which the supply of money 
increases experiences a rise in its price level. It is also quite 
possible that the greater quantity of money stays inactive, so that 
the rise in prices does not happen. And it may also be that a 
greater demand for goods gives rise to a greater supply, so that 
prices remain the same for this reason. The latter can occur in 
particular if there are many unused instruments of production, if 
machines are standing idle and workers are unemployed. The 
import and export argument does not make much allowance for 
the latter situation. Quite logically, for it is part of classical theory, 
and classical theory does not recognize unemployment,since it has 
firm confidence in Say’s Law. 

An increase in prices is therefore not a certain, though a pos¬ 
sible, consequence of a favourable balance of payments. But let 
us assume that the rise in prices really does occur. The country in 
question then becomes an expensive country compared with 
others. However, the foreigner is not directly concerned with the 
internal price level of the supplying country. He is concerned with 
the number of units of his own currency that he has to pay. And 
this is governed not only by the price of the supplying country, 
but also by the ratio between the prices of the two currencies. 

92 



THE IMPACT OF INTERNATIONAL TRADE 

This is the rate of exchange. The rate of exchange is therefore 
of just as much importance in determining whether exports are 
attractive or not as the price in the supplying country’s own cur¬ 
rency. The competitive position of a country on foreign markets 
depends on its own price level in relation to the prices of other 
countries, and on the rate of exchange. It is worth taking the 
trouble to remember this truth; it will stand us in good stead when 
we extend the model to form a realistic reproduction of reality. 

The competitive position is therefore partly determined by the 
rate of exchange. This price ratio between the currencies is some¬ 
times a fixed one - for instance under the Gold Standard, or 
under the present-day Bretton Woods Agreement, by which the 
various countries have engaged to ensure fixed rates of exchange - 
but sometimes it can fluctuate freely. This was the case for much 
of the 1930s; and by the end of the sixties a number of countries 
showed a remarkable inclination to go back, be it temporarily, 
to that state of aflairs. It was called ‘the floating rate’. Such a 
freely varying rate of exchange again has a typical function in 
respect of the balance of payments. Thinking along classical lines, 
it is easy to decide that this special price is the establisher of 
equilibrium par excellence. Whilst older classicists, when com¬ 
bating the mercantilists, started from a variable price level and a 
fixed rate of exchange (they lived under the Gold Standard), the 
variable rate of exchange fits better into the later classical train of 
thought. Even nowadays it is often advocated as an excellent 
means of establishing equilibrium in the balance of payments. It 
is praised as a good way of promoting balanced foreign trade. I 
think that this is again a half truth, of which we must beware - 
but we shall first summarize the argument again. 

The neo-classical equilibrium theory of the balance of pay¬ 
ments, then, says that the rate of exchange tends to make imports 
and exports equal. If exports happen to be larger, the foreigners 
must make net payments to the exporting country, as a result of 
which the currency of that country, measured in other units of cur¬ 
rency, becomes more expensive. In this way the competitive posi¬ 
tion of that country is weakened, and exports will again decline. 
Moreover, through the change in the rate of exchange, the coun¬ 
try’s imports have become cheaper. Its inhabitants will proceed to 
buy more foreign goods. As a result of this, imports increase. In 
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this way the favourable balance of payments disappears again. Tf e 
rate of exchange has led to a new equilibrium, even without fu - 
ther intervention of the price levels in the countries concerned. 

It is a tempting theory. What is wrong with it? We can fir 1 
this out by examining the circulatory effects of the balance ( f 
payments. 

2 THE INCOME EFFECT OF EXPORTS 

The reader will doubtless recall from Chapter n that one of the 
remarkable differences between classical and Keynesian theory 
lies in the fact that the first makes no allowance for the income 
effect of investments and the second does. Investment means 
production of capital goods, i.e. the application of production 
factors which in return for their assistance receive an income. 
Classical theory does not need to pay particular attention to this - 
after all, one of its fundamental premises is full loading and full 
employment, so that labour and capital put to work by the in¬ 
vestments had first to be diverted from other uses in which they 
were also earning an income. But in modem economics, where 
allowance is made for idleness of factors of production, the 
position is different. There investing leads to an investment im¬ 
pulse in the circulation, which spreads further via the multiplier. 

Now this difference in outlook is directly concerned with the 
balance of payments. For in this respect there is a clear analogy 
between investing and exporting. In both cases instruments of 
production are used to make a product that does not reach the 
consumer, at least not the domestic consumer. And yet this con¬ 
sumer, as a recipient of income, has received the money created 
in the course of the production process. The worker, the entre¬ 
preneur, the furnisher of capital in the export industry earns his 
income: export has an income effect. But the product that they 
jointly produce withdraws from the circulation. It crosses the 
frontier and disappears. Domestic purchasing power continues 
to search for goods that are not there. 

The income effect of exports is inflationary; it causes money 
income to swell. Will this lead to a disturbance? No - for at the 
same time goods are imported from abroad. These have been 
produced, have had an income effect, and have led to An extra 
demand - but this process was enacted over the frontier. If the 
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import goods enter the country they arrive there without bringing 
the corresponding income with them. It is a good thing that exports 
provided this income. In this way the circulation is complete 
again. Exports attend to the income effect, imports attend to the 
matching goods. 

We must bear this process in mind if we want to understand the 
Keynesian equilibrium mechanism of the balance of payments. 
We see a similar process occurring to that in saving and investing. 
The investments provide income, but not goods ready for con¬ 
sumption ; the inflationary effect of this is neutralized by saving. 
S equals /; the multiplier sees to this or, to put it another way, the 
movement of national income. The latter fluctuates in such a way 
that saving and investment are brought into balance with one 
another. Exactly the same happens with regard to imports and 
exports. These can also be kept in equilibrium by national in¬ 
come and its fluctuations. 

To form a clear picture of how this works, we must imagine a 
community in which there is no saving and no investing: a 
stationary economy. We shall call the exports of goods and 
services X (from eA'ports), and imports M (from iAfports). The 
problem is the following: is there a tendency towards equilibrium 
between X and M and, if so, where does this come from ? 

Let us suppose that the balance of payments is in equilibrium 
at first, and that exports increase at a given moment owing to the 
fact that a new product is being made for which there is a ready 
market abroad. We shall call the additional exports A A". This 
additional production has an income effect; the additional income 
impulse A y = AJT. This sum goes to the households. They do 
not save (or so we have assumed) and therefore they can do only 
one of two things: buy domestic consumer goods or buy foreign 
ones. The ratio in which they divide their income among the two 
categories forms an important quantity in our reasoning. We call 
this quantity the (marginal) propensity to import, defined as the 
ratio between extra imports and extra national income. In letters: 

AM 

m = Of the additional income A A" an amount wAAT therefore 

Ay 

goes to the import goods; the rest (1 ~ w)AA' is spent on the 
consumer goods produced by domestic business. The entre¬ 
preneurs therefore see their receipts increase by this amount. To 
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meet the extra demand they must engage new factors of produc¬ 
tion who appropriate the amount of additional receipts, convert 
it into income, and return the sum (1 — tnY^X to business. Do 
you see the multiplier effect? The original income impulse from 
the export firms spreads through the whole system. Again and 
again a portion is diverted to imports. The process stops when 
all the extra income has leaked away abroad. In that case AA/ 
equals A A'; imports and exports have both grown equally. The 
balance of payments, which at first had become favourable 
through the increase in exports, has again been brought into 
equilibrium. 

The characteristic thing about this recovery of equilibrium is 
that the rate of exchange has nothing to do with it. Nor has, in 
our reasoning, any change in prices manifested itself. The equili¬ 
brium-restoring factor is national income. This quantity increased 
to such an extent that it caused higher imports which were ulti¬ 
mately equal to the increase in exports. When this had happened, 
the firms got back from the consumers that sum which they had 
spent on the factors of production. The circulation then continued 
along the same path without swelling or shrinking. But, compared 
with the original situation, national income, employment, and 
the use of existing machinery have increased. 

How much has national income grown through the increase 
in exports ? An answer can be given to this question that is en¬ 
tirely analogous to the answer that we gave to the question: when 
has y grown enough to make S equal to /? The reasoning can 
follow two paths. The total increment in income equals (1 — w) 
AX + (1 ~ nifAX -f (1 — m)^AXy etc. In this way we find the 
sum of a descending geometric series. The reader who considers 
this too scholarly an approach can take another route. He can 
bear in mind that the increment in income A Y must be such that 
it makes AM equal to AX, There is consequently equilibrium at 

AX 

mAY — AX. From which it follows that AY = —. The growth 

m 

in national income equals the increase in exports divided by the 
propensity to import. We can also put it this way: the primary 

income effect of exports must be multiplied by — to find the total 
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income effect. You will not be surprised to learn that this factor 

is the export multiplier. It is a quantity that is strictly analogous 
iw 

to the factor - which we have encountered before, and which 
s 

shows the amount by which national income increases as the 
result of an income impulse from increased investments. 

This is the Keynesian equilibrium mechanism of the balance of 
payments. It is obviously something quite different from the 
classical view. Before further explaining this difference, let us 
have a look at a circular flow which is subjected not only to the 
influence of international trade but also to that of saving and 
investing. In other words, we are adding to the model that was set 
up in the preceding chapter in ail too simple a form. 


3 THE MODEL BECOMES MORE COMPLETE 

The results of the last section and those of the preceding chapter 
can now be combined. We are now starting on the assumption 
that three kinds of goods are produced by business: consumer 
goods, which make their way to the households; investment 
goods, which are sold by the one entrepreneur to the other, and 
export goods, which disappear over the frontier. This situation is 
shown in the following diagram. From total production a money 
income follows that equals C -f / + X This money income goes 
to the households (in so far as it does not remain in the enterprises 
as their own savings). These households can do three things with 
it: they can spend the income on home-produced consumer goods, 
they can spend it on consumer goods produced abroad, or they 
can save it a iv then invest it. It emerges from the circulation 
diagram that the income Y received is divided among C, M, and 
S. 

The circulation is now in equilibrium if business receives as 
much in return from its customers as it has spent on income. In 
symbols: Or 7+^-5 +M. This 

equation replaces the oversimple S I from Chapters iii and 
IV and the oversimple X ~ M from the last section. 

This equation again throws a new light on economic events. 
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We can see from it how the inflationary impulses from invest¬ 
ments and exports have finally to be restrained by deflationary 
purchasing power absorptions S and M. Only when the sum of 
saving and importing has become large enough to offset the sum 
of investing and exporting is national income at rest. 

This important mecham'sm can be illustrated by means of the 
multiplier process. Assume an increase in investment activity. 



Ig *= Investment goods Cx = consumption expenditure 

X = exports Y = national income 

Cg = consumption goods S = savings 

P = national production M --= imports 

Fig, 5: The circulation including foreign trade 

The extra income that results from this finds its way to the house¬ 
holds. Insofar as they spend it on additional consumer goods new 
revenue is created. But part of the income will also leak away. 
This can happen both through imports and through saving. We 
therefore see that the extra investments can sometimes lead to 
extra imports of consumer goods. It cannot be said in advance 
how the extra money will be spent. Only the ultimate apportion¬ 
ment among imports and savings is certain: this is given by the 
propensity to save and the propensity to import. Saving and 
importing form the leak through which the original increment of 
income resulting from investments has flowed away. But not only 
the income effect of the investments must flow away through this 
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' leak; the income effect of exports must also be compensated in 
this way. 

In view of this we can now draw up a somewhat more realistic 
formula for the multiplier. We had originally found a multiplica¬ 
tion factor that was equal to This gives an exaggerated im- 

s 

pression of the total increase in income. Upon closer examination 
the double leak proves to lead to the multiplier being equal to 
1 

j -h m* 

For the reader who wants to see this proved : SM == I + X. 
Since S = sY and M = mV, we have I + X — (s + m)Y, or 
1+ X 

Y = —;—. An impulse, either in investments or in exports, 

5 -f- /W 

ultimately propagates itself in income in accordance with the 

factor —!—. Or: the multiplier equals the reciprocal of the sum 
s m 

of the leaks.* 

Besides a better view of the multiplier we now have a more 
realistic outlook on the relation between savings and investments. 
From the simple Keynesian theory you might gain the impression 
that a shortage of capital can never occur. Every investment begets 
its ‘own’ nest-egg - although, for the individual, this marrying-up 
process may not be relevant. It may be that the savings are 
formed in an entirely different part of the economic system, so 
that the original investor cannot make use of them for his 
financing, but even in that case the savings have come into being 
all the same. However, it now proves that this naive Keynesian 
belief is based on an illusion. A discrepancy can quite easily 
occur between / and S. Not only can it form, it probably will. 
And we can also state the exact size of this discrepancy. For we 
know that / -h A' = 5 + Af. It follows from this that I — S = 
M — X. The ‘savings deficit’ is made good by the deficit on the 
balance of payments. 

This somewhat surprising proposition does not only help us 
better to understand the relationship between saving and investing. 

* I have assumed here that the average and the marginal propensities are 
the same. 
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It also gives us a new theory of the balance of payments. For we 
find that the balance of payments will be adverse according as 
more is invested and less saved. The two deficits on the balance 
of payments and on the capital market belong together like 
Narcissus and his reflection. 

This Keynesian conclusion does not fit into the classical theoiy. 
A deficit on the balance of payments is in the classical v iew hardly 
within the bounds of possibility in the long run, and certainly not 
if there is a free rate of exchange. For the country will see its 
currency become cheap; the foreign customers will again be 
keen to buy the product of the countiy ^ question, and equili¬ 
brium of the balance of payments will again be established. But 
now we see that, whatever the rate of exchange, the balance of 
payments will permanently continue to display a deficit as long 
as a marked urge to invest is combined with a low propensity to 
save. 

Anyone who considers the sixteenth- and seventeenth-century 
mercantilistic theory in this light has a greater appreciation of it 
than the classicists had. The mercantilists wanted to acquire gold 
by a favourable balance of payments; the classicists thought that 
this would not prove successful. Now it seems to us that it would. 
However, not via the policy of import barriers advocated by the 
old mercantilists, but by a deliberate regulation of the flow of 
goods and money. If a country wishes to collect gold, it must 
make sure that a slight deflation prevails. The savings surplus 
S ~ / finds expression in the balance of payments as an export 
surplus. We could phrase this recommendation to mercanti- 
listically-minded governments differently. We could say: restrict 
imports, but not by an obtrusive and difficult policy of tariffs or 
quotas. Do not do so via customs officials and government 
offices that divide a pre-set quantity of imports among the would- 
be buyers. Instead, do it via national income. Ensure that the 
flow of national income is hampered in such a way - we shall see 
in the next chapter what powerful means of doing this are 
available - that imports, which depend on V, remain relatively 
small. Keeping down national income, in combination with the 
promotion of exports, proves to be an efficacious means of achiev¬ 
ing a favourable balance of payments. But the gold thus obtained 
has its price. If great care is not taken it is bought with un- 
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employment and idle machines, with too low a production for 
the home market and with too low a rate of economic growth. 
In short, with a depression. 

However, it is not the sole advantage of the Keynesian theory 
of the balance of payments that neo-mercantilistic recommen¬ 
dations of dubious value can be derived from it. Its more useful 
side is that we learn from it why some countries in the post-war 
years were beset with a constant drain of foreign exchange. The 
reason for this lay particularly in too great imports, which 
themselves were caused by too large a national money income, 
which in its turn can be attributed for the greater part to the 
necessary expansion of productive capacity, which was inade¬ 
quately compensated for in its income effects by savings. The 
ambitious investment programmes - vitally necessary for 
increasing productive capacity and the productivity of labour, 
and so increasing prosperity ~ did not match the insufficient 
thrift. Or, to put it differently, the sum of consumption and 
investments was too great. Exports did not go badly, but they 
were outdone by the imports resulting from the multiplier. 

This inflationary interaction can be understood by the theory 
outlined here. Consequently we cannot do without it if we are 
to see what happened in Europe after the war. But that is not the 
only positive side of modern macro-economics. It also gives us 
a realistic view of the importance of the rate of exchange. We 
shall now discuss this. 

4 THE RATE OF EXCHANGE DETHRONED? 

It thus proves that the equilibrium of the balance of payments, 
and also its disequilibrium, can be explained without bringing 
price relations, and also the rate of exchange as a special price 
relation, into matters. M is made equal to X, or the sum of M and 
S is made equal to the sum of 1 and A", through the movement of 

* There is, however, a complication. If a country tries to spend more than 
it can produce the relationship between extra imports and extra income may 
increase. The goods that cannot be produced are sucked into the economy 
from outside. In other words; the marginal propensity to import is not a 
constant; an inflationary gap causes this quantity to rise (and the multiplier 
to fall). 
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national income. The movement of prices seems to be completely 
detached from all this. Now docs this mean that the rate of 
exchange is without the slightest importance for the balance of 
payments? This would be a premature conclusion. For in the 
above we have come across a relationship in which the rate of 
exchange does indeed appear. It is the relationship between 
exports and the factors which determine the size of these exports. 

We may again state that exports depend on two factors. The 
first is the overall foreign demand. This is a quantity on which a 
country cannot exert much influence, although nowadays at¬ 
tempts are being made to control the international economic 
situation by joint consultation. If the size of the total foreign 
market is given, the question is what share a country will have 
in these total sales. This depends on the competitive position 
which that country occupies in respect of other countries, which 
is composed of three elements: the quality of the product (in 
relation to what other countries have to offer), the price level of 
exports in relation to the prices asked by the other countries, 
and the rate of exchange. In this respect we can therefore say 
that the rate of exchange helps to determine exports. As exports 
cause income effects at home, creating direct and indirect em¬ 
ployment, income and prosperity, the rate of exchange is an 
important quantity for the community. It has definitely not been 
dethroned by the circulation theory, but has been given another 
place in the system, 

A practical conclusion that can be drawn from this relates to 
the right level of the rate of exchange. The government controls 
this level - not if there is a free, fluctuating rate of exchange 
(this is governed by supply and demand of the currency concerned) 
but in the event of a fixed rate such as we had in the fifties and 
sixties, and which should be restored as soon as possible. Since 
the governments have to fix this rate of their own currency, an 
important question arises: is the existing rate the right one? Must 
it be lowered ? That is to say, must the foreign currencies become 
dearer? This is called devaluation.* Or must the home currency 
be revalued, that is to say must its price in respect of the foreign 
currencies be increased? 

* Not, therefore, to be confused with deflation: a shrinking of the circu¬ 
lation below the point at which the factors of production are in full use. 
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iC- 

'j The answer to these questions, like all political answers, is not 
I simple. It does not depend solely on the circulation diagram. But 
f we can learn something from this diagram about answering this 
! question. The first lesson is this: formerly it was believed, follow¬ 
ing in the footsteps of classical theory, that a deficit on the balance 
of payments would indicate that the country’s own currency is too 
dear. A country with an adverse balance of payments must 
devalue to stop the drain of gold and foreign exchange. But this is 
a misconception. Such a country must not devalue in the first 
place; it must deflate. This is something quite different. It must 
ensure that expenditure becomes smaller and that the circulation 
contracts. Devaluation must be applied if exports stagnate, if 
unemployment and slackening of effort become endemic in the 
export sector. It then becomes time to strengthen the competitive 
position and to give business a helping hand by devaluation. Now 
flagging exports are not the same as a deficit on the balance of 
payments. True, the first can lead to the second. But this is not 
necessarily so. For it may be that a decline in exports leads to a 
multiplier process through which the income is affected to such 
an extent that imports shrink. In that case the equilibrium of the 
balance of payments is not disturbed, but employment decreases. 
Consequently, it may never be derived from the existence of an 
equilibrium on the balance of payments that the rate of exchange 
is at the right level. Even then devaluation may be called for to 
arouse the national economy out of its lethargy. 

The above also implies opposition to the free rate of exchange. 
Some neo-classicists are proponents of a freely fluctuating rate 
of exchange determined by supply and demand. The basic idea 
here is that the equilibria of the balances of payment of the 
various countries are in that case established automatically. But 
this opinion is disputable. A country suffering from inflation will 
display a deficit on the balance of payments. The currency con¬ 
cerned will become abundant on a free market; after all, there is 
considerable supply, since the importers, who have too large a 
home market behind them, demand large quantities of foreign 
currency in exchange for the national medium of payment. The 
value of the country’s own currency drops and drops on the free 
market; there is a lingering depreciation. As a result, exports will 
be promoted. But will the deficit on the balance of payments 
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disappear? Not necessarily. For such a countiy, which is already 
in an inflationary situation, gets still more income effects to absorb. 
The swollen circulation has to put up with still more 
impulses from the export sector; the exporters, their workers, and 
shareholders spend more money than formerly, which spreads as 
a result of the multiplier. Perhaps inflation gallops even harder. 

The influence of the lower value of the home currency will also 
make itself felt in the rising price of imported goods. This may 
induce inhabitants to shift their consumption from imported 
products to domestic products, and in this sense the balance of 
payments will improve. But this favourable effect may be over¬ 
ruled by the increase in imports which follows from increased 
income. Price effects and income effects will affect the balance of 
payments in opposite directions and the net result is not certain. 
The floating rate of exchange is not a reliable stabilizer. 

The argument in favour of the ‘float’ becomes even weaker 
when one takes the possibility of speculation into account. A 
Arm believer in classical equilibrium might even expect specula¬ 
tion to be a stabilizing force; when the price of a currency 
becomes exceedingly high, speculators pour their holdings of that 
currency on the market, and depress its price. But this beneficial 
mechanism only works in relatively quiet markets. When the 
swings in the rates become substantial, expectations of further 
increases and decreases begin to play an enormous role, and they 
act as powerful destabilizers. When, moreover, massive amounts 
of currency are available for international capital movements, 
flitting from country to country, the float becomes a highly 
dangerous thing. 

The experience of the early seventies has borne out the most 
pessimistic predictions. At first, the flexible rate of exchange took 
the mild form of a widening of the margins between which the 
rates are allowed to vary. But soon, under the pressure of 
speculation, the fixing of the rates by Central Banks was aban¬ 
doned altogether. After 1971, when the link between the dollar 
and gold was severed, the international currency markets became 
chaotic. A colossal amount of floating money - owned by banks, 
international corporations, wealthy people generally - moved 
perpetually from Zurich to Rome and from Bonn to Tokyo, 
bringing the rate of the dollar to unprecedented depths, and 
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dragging the international payments system from crisis to crisis. 
This has nothing to do with stabilizing any country's balance of 
payments. It is bad for trade, bad for morale, bad for inflation, 
and it is only good for a few rich people. It is a nuisance to the 
public and it endangers government policies in many ways. It is 
also a disturbing element in the European Economic Com¬ 
munity; the floating rates threaten the delicate policy fabric of 
the Community. 

Of course we should be aware of the fact that a fixed rate is not 
a cure-all against international instability. Rate fixing by Central 
Banks does not do away with the surplus of dollars floating 
around on the capital markets of the world. Moreover, it is no 
good to have rates of exchange fixed at the wrong level. The latter 
may occur when governments refuse to devalue for reasons of 
prestige. Obviously Britain has suffered a good deal from the 
idea that the pound is a sacred cow (the suffering started in 1928, 
but became sharper in the post-war decades), and the United 
States did themselves a good deal of harm by maintaining too 
high a rate for the dollar in the sixties. The great art of choosing 
a country's correct rate of exchange, and defending it once it has 
been chosen, remains one of the most troublesome issues in 
economic policy. 

5 THE INTERNATIONAL ECONOMY 

The approach applied above may also be of use when examin¬ 
ing the community of nations. True, we have concentrated on the 
national economy, but we have found that this is linked via 
imports and exports to other countries. The strategic relations 
are the following: the exports of a country depend above all on 
the income abroad; imports depend above all on the country’s 
own national income. (As the country’s own national income 
de()ends on exports, imports also depend on exports.) Now these 
relations lead to the international propagation of the trade cycle. 
When a deflationary disturbance occurs in a country, the incomes 
of the suppliers in other countries are threatened, which can 
continue to have its effect via the multiplier. In this way, there¬ 
fore, the one country has a considerable interest in a balanced 
development in other countries. 
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This is not a new discovery, but it lends a new urgency to the 
desirability of international cooperation. Economists have long 
pointed out that prosperity is harmed when countries protect 
themselves against imports from other countries by import 
duties and quotas. Not only the prosperity of the supplying 
countries - but their own as well. A protectionist country every¬ 
where damages the international division of labour, and con¬ 
sequently productivity. This classical train of thought is quite 
correct, and it is only a pity that the obstinacy with which econo¬ 
mists defended it was often surpassed by the energy with which 
industrial and agricultural interests opposed it. But the modern 
circulation theory also shows that import duties and quantitative 
restrictions are not the only obstacles in the path of international 
trade. At least as serious are the disturbances in the pattern of 
trade caused by reductions in purchasing power. They can 
dislocate trade and harm prosperity even more than protec¬ 
tionism. 

The threat that emanates from a retarded growth of the 
neighbour’s income is felt more strongly by some countries than 
by others. A high ratio of XIY easily leads to an ideology in which 
free trade, international cooperation, and a joint cyclical policy 
are regarded as urgent. This quotient, which is approximately 
equal to w, characterizes the economic openness of a country. 
The Netherlands, long a free trade country, has an m that is now 
about 55 per cent. Other countries have much lower quotients: 
the United States has one of less than 5 per cent, and for this 
reason alone it is understandable that the American ideology of 
free trade is occasionally criss-crossed by protectionist measures 
(for instance by bans on the importing of Swiss watches or 
Dutch cheese). 

The parties most interested in an international trade which is 
not threatened by disturbances in purchasing power are the 
developing nations. Their gigantic problems, which are not 
otherwise dealt with in this book, become completely insoluble 
if their exports, vulnerable as they already are, are harmed by 
a recession in the world’s purchasing power. The losses of foreign 
exchange that result can easily be several times greater than 
the foreign aid received. Even if there should be absolutely no 
other reason for a Neo-Keynesian policy than the needs of the 
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developing countries, such a policy should still receive high 
priority. 

European integration is also related to the problems outlined 
here. As the interlocking of the economies of Western Europe 
proceeds and the trade between the various countries grows, the 
interest that these countries have in each other’s economic 
equilibrium becomes greater. It is simply not tolerable that one 
of the countries should let a depression seep through: this would 
place the partners in great difficulties. Conversely, an inflationary 
process also forms a danger, since an inflationary economy drains 
off too many imports without being able to pay for them in the 
long run; if M constantly remains higher than X, a country is 
compelled to take restrictive measures which are against the spirit 
of integration and which could ultimately destroy the common 
market. 

Opinions may differ about the practical conclusions which must 
be drawn from the above. Some believe that the cyclical policy 
in the countries of Western Europe must be directed from a 
central point (Brussels), or at least they want to go very far with 
the international coordination of national policy. Others are of 
the opinion that the national cyclical policy can continue to exist, 
provided that it is followed in an effective way. Personally, I 
tend towards the latter view. Balanced international relations 
must be based on balances of payment in equilibrium, which in 
their turn can be traced back to domestic equilibria in the crea¬ 
tion and the spending of the national income. Promoting the 
latter is the task of the national governments, who for that pur¬ 
pose select their own instruments as far as possible. Only if they 
fail in that policy must they be corrected by other countries and 
international bodies. To put it another way; strong international 
pressure groups must be created which advocate a sound economic 
policy. 

It is now time to consider this political side more closely. 
To do so we must introduce into the circulation a component 
that so far has not been considered: the government. This will be 
done in the next chapter. 


107 



CHAPTER VI 


The Role of the Budget 

1 • GOVERNMENT EXPENDITURE. TAXES, 

AND NATIONAL INCOME 

We started with a particularly simple flow of incomes and 
expenditure, in which only consumer goods were produced. After 
this, investment, i.e. the production of capital goods, was brought 
on the scene, and we found that with this complications entered 
which finally led to Keynesian theory. This was then applied to a 
third kind of goods: export goods. We are now coming to a fourth 
category which again is admirably suited to a Keynesian analysis. 
This category is formed by the ‘products’ of the government. 

The word products is between inverted commas. The question 
whether the government does or does not produce anything has 
long been the subject of controversy and doubt. The nineteenth- 
century classicists - and this opinion was held in particular by 
J. B. Say - denied that government activity was productive. As 
the government unmistakably employs factors of production - 
especially labour ~ such a view leads to the conclusion that this 
is a pure waste, which must be restricted as much as possible. 
Even now the idea is often encountered that the government is 
really unproductive. 

The idea is of course untenable. The government has a number 
of absolutely essential functions. To fulfil these it must employ 
productive forces. These have a certain productivity, and they 
produce something. The only question is what this ‘something’ is 
exactly. It is a peculiar and moreover heterogeneous product. 
Some parts of it are just as tangible as the products of business - 
the coal of the British National Coal Board (but this is not a 
proper example, for the mines can also be operated by private 
enterpreneurs). Part of the government’s productive output is 
not tangible, but nevertheless is visible: services of roads, parks, 
national theatres. But the most characteristic are the extremely 
tenuous but nevertheless very real products such as legal security, 
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well-regulated traffic, the right supply of money, a balance of 
payments in equilibrium and full employment, social security 
and social welfare, and the like. If all is well, these ethereal things 
are promoted or produced by the government. They form a 
‘product*. We do not need to philosophize further on this, except 



Ig = investment goods 
X — exports 

Cg = consumption goods 
G = government production 


S ~ savings 
Y — national income 
T = taxation 
M ~ imports 


Fig, 6: The circulation including foreign trade and the government economy 


in one single respect. Much of government output is character¬ 
ized by the property that it cannot be sold on the market to con¬ 
sumers. For only a minor part of the product can payment be 
demanded in the form of fees from those most directly concerned. 
This does not apply to the greater part; the product is not 
marketable. It is also called ‘collective*. Payment has to be 
regulated in another way: via the levying of taxes. 
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The reader must bear these weli-known matters in mind for j 
moment, for they are most relevant to Keynesian theory'. While 
C flows to the households and meets half-way a flow of money 
heading for business, the government product, which we shail 
call G, goes differently. G leaves the government, which we 
therefore regard as a production economy (but which we draw 
separately in the figure, because it is so special) at the top right, 
but then does not make for the market for consumer goods. 
This how of output is scattered far and wide; it is distributed for 
the general good, urbi et orbi, for the households and for business. 
But meanwhile a money income has been created, equal in size 
to G, which ends up in the hands of the factors of production. 
They cannot spend it on the government product, for that is 
not for sale. They therefore have too much money. If they were to 
spend it on consumer goods, there would be inflation. 

This situation is the twin of the one which we have encountered 
with reference to exports. There too we have the making of a 
product that disappears. The recipients of income who have helped 
to create it cannot spend their income on the export goods, and 
they cannot fully spend it on consumer goods produced at home 
~ for C -f A" is of course larger than C. Too much spending seems 
unavoidable. But then imports come to the rescue and check this 
inflation. Something similar happens with the relation between 
saving and investing. There too we have a product that does not 
come on the market for consumer goods and an income that 
therefore cannot be spent on consumer goods. And there too we 
have a compensatory, deflationary flow of money: S. This 
striking analogy is the starting point of the modem theory of 
public finance. 

The deflationary flow of money that must compensate for G 
is the taxation T.* T is drawn ofl* by the tax authorities from the 
flow of income Y. It does not make much diflerence to circu¬ 
lation analysis where exactly this happens (though it most cer¬ 
tainly does to other problems - such as the position of the 
taxpayers!). Various places are conceivable. In the figure only 

* The Exchequer has other forms of income than real taxes; fees, fines, 
profits from state concerns. The first two categories are included in T\ the 
state concerns are usually put under the business sector. For they produce 
a marketable product that is paid for over the counter. 
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one has been drawn: the income goes from business to the 
households, from where part of it is led to the Exchequer; this is 
the flow of money T, 

Now the reasoning which we learned earlier can again be 
applied to these quantities. As long as the inflationary com¬ 
ponents /, and G - which create incomes but no consumer 
goods for the home market ~ cause national income to swell 
more than the deflationary components 5, A/, and T - which 
use up these incomes without affecting home demand - hold It 
down, the entrepreneurs will continue to receive more from the 
households and the investors than they spend. This surplus is 
again translated into income, and this increases the flow of 
money. National income is in equilibrium only when Z + Af-f 
G — S M T. It becomes manifest that saving, importing, 
and paying taxes have the same effect on the circulation, how¬ 
ever different they may be in their importance to the national 
economy or to individuals. 

And a second proposition comes to the fore. The size of 
national income depends not only on saving and investing, but 
also on the other components. An extra impulse in investments 
creates not only savings, but also imports; and now we find that 
taxes may also result from it. The same applies to government 
expenditure. If this increases, one of four things happens: savings 
increase as a result, or imports, or consumption, or taxes. In 
practice all four happen, until such time as national income has 
once more found its equilibrium value. The circulation is then 
again at rest. The proportions in which the income effect is 
divided among the four uses to which income is put are given 
by the ratio between the propensity to save, the propensity to 
import, and the ‘propensity to tax’ or tax rate. 

The latter is a new element; it is usually called ‘tax burden*. 
There is an analogy with the propensity to save s and the pro- 

T 

pensity to import /n. It is defined as —. The marginal tax burden / 

AT 

= shows how much taxes increase for a given change in Y. 

These fractions are fixed by the recipients of income, but in a 
manner quite different from the way in which the propensities s 
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and m are fixed. They do this as citizens; via the electoral system. 
Parliament, and the Cabinet they ensure that t is expressed in 
fiscal laws. A noteworthy feature of this is that these laws do not 
provide for a given tax revenue T, Whilst in general the appro¬ 
priation acts state how large government expenditure G may be, 
there is no such system regarding taxes. These come about via 
the effect of the multiplier. The law fixes the tax rates and T 
then follows from Y. Incidentally, the marginal tax burden is 
higher than the average; this comes from the progression. So / 
is not a constant but depends on K 

Now that we have finally got the government inside the 
circulation, we can state the real value of the multiplier. Every¬ 
thing that has been said about it so far has been a preliminary 
exercise, which may have a misleading effect because it suggests 
to the reader much too high an estimate of the multiplier. In 
fact the following reasoning is the only complete one: if national 
income is in equilibrium, 74- An income 

impulse given either by exports, or by government expenditure, 
or by investments, therefore leads to an increment of national 

income that is ——:— times as large. This is the multiplier. It 
j + /n 4- / 

is much smaller than the reader who has stopped at ~ might think. 

s 

There are many remarkable views on taxes, some correct, 
others less so. One of these, which in my opinion is correct, 
should be mentioned here, because it is rarely heard: taxes do 
not form a burden for the community, and therefore the term 
tax burden is misleading. This sounds incredible. Everyone who 
has to pay tax sees as a result his spendable income decrease, 
and does this then not hold good for the whole? 

The answer is no. This is best illustrated by assuming that one 
day taxes are suddenly abolished while G is maintained. In that 
case spendable incomes would increase, but if full employment 
had already been achieved, no extra real income would result. 
Tremendous over-expenditure would occur, which would drive 
up prices, to the detriment of those whose incomes would not 
rise so quickly. The burden would be shifted from the taxpayers 
to the victims of the increased prices. For in fact it is not taxes 
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that cause a sacrifice to be made, but the use of the factors of 
production by the government; as a result of this the product 
is sacrificed that otherwise could have been made with that work 
and that capital. Against that cost we have the government 
product. Taxes do not form an extra burden, but are only an 
instrument for dividing the cost among the members of the com¬ 
munity in a fairer manner than the increase in prices would 
otherwise have done, and at the same time they serve to keep the 
circulation of money within bounds. The fact that taxes do not 
form a sacrifice - unless they become so high that they harm the 
real income, which happens in a depression - is one of the 
curiosities and apparent paradoxes which characterize macro¬ 
economics. Taxes demonstrate once more that macro-economics 
and micro-economics must not be confused with one another. 

2-BUDGETARY EQUILIBRIUM 

By budget we mean below the confrontation of T and G. We 
are therefore ignoring for a moment the fact that the appro¬ 
priation acts contain only predictions of T and authorizations 
regarding G, whilst in the circulation this ‘paper’ side of the 
matter does not count as much as the actual development of the 
flow of money. We say that the budget is in equilibrium when 
T~ G. This differs from the usage followed by some to the 
extent that tax revenue (in the broad sense, i.e. including other 
current government income) must equal total government 
expenditure; often the budget is said to be in equilibrium if T 
equals the ‘current’ part of G. According to some, government 
investments ought to or might be paid for out of loans, not out 
of taxes. Behind this there lies a profound difference of opinion 
about the way in which the government ought to finance its 
activities, a difference of opinion that will not be discussed until 
later. Let us say for the time being that we speak of budgetary 
equilibrium when there is no borrowing at all, but all expenditure 
is covered by current government income T, The national debt 
in that case is constant. 

The position of this budgetary equilibrium in the Keynesian 
theory is a strange one. An illustration of this is to be found in a 
model which again is very simple in set-up; true, there is govem- 
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ment expenditure and income, but we ignore foreign trade and 
also saving and investing. Production consists of consumer goods 
and government services. The recipient of income can do only 
two things with his income: consume or pay taxes. (A strange 
situation, but no stranger than a situation as discussed in our 
simple model: there, money was saved, but no taxes were paid. 
And taxes are even more difficult to think away than savings. 
But let us try it all the same and place ourselves in that strange 
world in which C and G form the national product.) 

If it is decided in this simple model to increase government 
expenditure (for instance, new civil servants are engaged to 
alleviate the difficult existence of those civil servants already 
employed), whilst the fiscal laws remain unchanged, the uniniti¬ 
ated would predict a deficit on the budget. For G becomes larger 
than T. But the reader of these pages, who is gradually being 
transformed into a Keynesian, knows better. He sees how new 
income is created (the new civil servants, who have just left 
school and so have not been withdrawn from the production of 
consumer goods, receive a salary); he sees how this income is 
used to purchase consumer goods which were not demanded 
before; he sees the receipts of business increase, and with them 
national income; in short, he predicts a multiplier process. This 
will end when the new flow of income is compensated by the 
increment of tax revenue. We consequently see that the Treasury 
will attain a new equilibrium, although government expenditure 
has increased while the tax burden has remained constant. Only 
the Keynesian is not surprised by this. He knew that AG would 
lead to AT, just as (in the simple situation in which all that 
happens is consumption, saving and investing) A/ leads to A5. 
This relation is already of practical importance in that it weakens 
a certain view of budgetary equilibrium. The idea has occasion¬ 
ally been put forward that equilibrium between government 
income and expenditure cannot have an inflationary effect. But 
that is not so, any more than it is true to say that S ~ 1 provides 
a guarantee against inflation. For it is quite possible that the 
higher tax revenue has come about only by the grace of a swel¬ 
ling of income; a swelling of income which has perhaps brought 
national income to the right of the celebrated point IF from 
Fig. 3 (p. 73). In that case that was an inflationary swelling of 
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income. Likewise a balanced budget is no guarantee against too 
large or too small national expenditure. 

Let us now return to the more realistic representation of the 
circulation of money, in which business and the government 
together produce consumer goods, export goods, investment 
goods, and government services. Will there also be an automatic 
tendency towards a balanced budget in this? The answer is in 
the negative: for we know only that the sum of taxes, imports, 
and savings will equal the sum of government expenditure, 
exports, and investments. But the system does not establish 
any particular equalities between S and I (capital market), M and 
X (balance of payments), and T and G (budget). These equalities 
can be disturbed one by one, while the total system is neverthe¬ 
less in equilibrium. And more than that: the disturbance of the 
one equilibrium leads to a disturbance of equilibrium elsewhere. 
Applied to that part of the system with which we arc concerned 
in this chapter, this means that the budget will get out of balance 
if 5 + A/ does not equal I X. If there is a lot of saving and a 
lot of importing, the tax revenue drops. If there is a lot of in¬ 
vesting and a lot of exporting, it rises, without anything necessarily 
having happened to the tax burden. 

We can also turn this way of thinking round. What does a 
balanced budget mean? It means that the sum of savings and 
imports is equal to the sum of investments and exports. Is it 
desirable for the budget to be in equilibrium? We do not know; 
at least it is not evident from this relation. For why should an 
equilibrium between these two sums be so desirable? If budgetary 
equilibrium is an aim worth striving after, it is certainly not due 
to this relation! From the point of view of economic balance, 
the equality of government income and government expenditure 
is of no particular importance. 

In classical theory, which still governs many minds, this is 
quite different. There the balanced budget is a golden rule, which 
may be departed from only in so far as productive investments are 
financed by long-term loans (or, in exceptional cases, in so far 
as surpluses are created by means of which the national debt 
is redeemed). This, too, is understandable. For the national 
economy that the classicists had in mind is characterized by full 
use of the productive forces. Moreover, in that economy there 
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h equilibrium of the baldnce of payments; the rate of exchange 
attends to that And there is equilibrium between saving and 
investing; the rate of interest attends to that In these circum¬ 
stances government expenditure must also be covered by govern^ 
went income. If tax revenue is less than government expenditure, 
inflation rears its ugly head (unless the government drains off so 
much capital from private investments that the latter decrease). 
The particular equilibria between X and M on the one hand 
and S and I on the other hand render necessary such a govern¬ 
ment policy that T equals G. 

The Keynesian theory does not believe in all these particular 
relations. For in fact they need not be realized. The total of taxes, 
savings, and imports is brought into equilibrium with the total 
of the inflationary components by the multiplier. This overall 
equilibrium does not imply a balanced budget. 

And yet Keynesian theory, like the classical one, lays down 
rules for the budget. It is these rules that form the essence of 
Keynesian policy. In their more orthodox form they are known 
by the name of Functional Finance: a term which some politic¬ 
ians, late adherents of the classical school, unknowing adepts of 
the theory of particular equilibria, identify with (at choice): 
pernicious modernism, irresponsible extravagance, too much 
power in the hands of the authorities, the fanaticism of intellec¬ 
tuals with their heads in the clouds, the imposition of an excessive 
burden on later generations by a national debt run wild, in¬ 
flation, opening the door to a depression, chaos, communism, 
and dictatorship. Let us have a look at this. 

3-FUNCTIONAL FINANCE 

The essence of the new rules for public finance can best be under¬ 
stood if for a moment we ignore international trade, which in any 
case did not play an important part in the original Keynesianism. 
The overall demand for goods and services is then made up of 
consumption expenditure, investment, and government expendi¬ 
ture, C -h / + G. The production resulting from this must be 
such that it exactly occupies the available productive capacity, 
no more and no less. The equilibrium must satisfy the require¬ 
ment that the point fV in Fig. 3 (p. 73) is reached: the True 
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Equilibrium, also characterized by the absence oi mtlation and 
deflation. The national money income is then at its best level. 
This point does not come into being of its own accord; it is not a 
‘natural’ equilibrium. The government has to create it. There are 
two instruments available for doing so: government expenditure 
and the tax burden. These quantities must be so manipulated that 
the national economy displays an optimum total expenditure. 
This manipulating of public finance is called Functional Finance. 
This expression comes from one of Keynes’s most fervent fol¬ 
lowers, A. P. Lerner,* who has repeatedly advocated this policy. 

There are thus two instruments: t and G. Since it is confusing 
to discuss both of them at the same time, we shall assume for a 
moment that the tax burden is given, and that the circulation is 
therefore regulated by varying government expenditure. This was 
also the idea that most occupied Keynes himself; the extent of 
government expenditure could be varied by performing or post¬ 
poning public works. An old idea -> it already occurs in the nine¬ 
teenth century - but one that has acquired a theoretical founda¬ 
tion through the new macro-economics. 

The extent of government expenditure needed for full employ¬ 
ment can be established without difficulty by means of our simple 
model. The equilibrium in the model is determined by C -h / (see 
page 69). If this sum of private expenditure and investment after 
deduction of tax is too small to yield full employment, G must 
fill the gap. But not all of the gap; there is also a multiplier. G 
should be made equal to the deficit in expenditure divided by the 
multiplier. 

On the other side, the total tax revenue is equal to the average 
tax burden times Y and it is improbable that this amount equals 
G; this would be so only by chance. The budget will therefore not 
be balanced. In the case that we have in mind there is a deficit on 
the budget. If Members of Parliament should criticize the 
Chancellor of the Exchequer for this, he can refer to the rules of 
Functional Finance. However, he must be prepared for a question 
which will also have entered the reader’s thoughts: what about 
the increase in the national debt that results from this budgetary 
deficit? Is this increase an innocent one, or even desirable? Or 

* In his article 'Functional Finance and the Federal Debt’, in; Social 
Research^ 1943. 
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does it threaten the national economy in some way or the other? 
We shall try to answer these questions in the next section, just 
as ministers sometimes ask for notice of a question. 

Meanwhile we can consider the case in which C + / does not 
yield a deflationary situation but an inflationary one. Negative 
government expenditure is hard to conceive of; we must seek the 
recovery of equilibrium in the taxes. Let us start from a given 
government expenditure G, 

The problem then is to get rid of the inflationary gap. This can 
be done by drawing off income by extra taxes. This will lead to a 
budgetary surplus that makes up for the overexpenditure. 

Up to now / and G have been examined separately. But the 
new rules for public finance have the most point if they are applied 
to the income side and the expenditure side together. For in¬ 
stance, a depression can be eliminated by a combination of tax 
cuts, which cause C -f / to increase, and increased expenditure. 
The aim, the right size of C -f / 4* Ci, can then be more easily 
achieved than by manipulating / and G separately. 

This is Functional Finance in outline. No budgetary equili¬ 
brium, but a deliberate manipulation of t and G which comjjen- 
sates for the surplus or deficit of the expenditure of households 
and business. The government no longer aims at a balanced 
budget, but at a balanced national economy. Public finance 
becomes the great regulator of activity. 

But is this possible just like that? Does an unbalanced budget 
not mean that there is danger of inflation? This question is too 
complicated to be fully answered at this stage. For complications 
can arise from the national debt and the stock of money, subjects 
with which we have not yet dealt. But we can even now refute the 
popular misconception that a deficit on the budget must per se 
lead to inflation. As long as the equilibrium lies to the left of W 
(Fig, 3, p. 73) and too little is being spent, a certain degree of 
reflation is desirable. This is precisely the aim of Functional 
Finance: reflation, increased expenditure, increased production, 
the re-employment of productive forces. Activity must be so 
encouraged that it arrives precisely at the point W, If it goes any 
further, there is inflation, and Functional Finance must again 
come to the assistance to combat this evil. Precision work is 
therefore demanded of the government, and we may shortly ask 
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ourselves whether governments are capable of doing this. But in 
this more theoretical stage of the reasoning there is no harm in 
this. The aim of Functional Finance is to prevent inflation, not 
to invoke it. 

The new rules also give us a new look at the function of taxes. 
It is obvious to assume that these serve to fill the Exchequer, and 
to make it possible for the Chancellor of the Exchequer to put 
at the disposal of his colleagues in office the funds required for 
government expenditure. But this view is too unsophisticated for 
the Keynesians. Taxes serve to keep total expenditure within 
bounds. The government can always get hold of money - by 
borrowing and if necessary making some. But it has to take care 
that the nation’s expenditure stays at the right level, that 
C + / -f- C stays within the limits set by the factors of production. 

This new view has something refreshing about it. It seems 
simplicity itself. But we shall see that a number of complications 
have been omitted from it. We shall now consider the first of 
these. It is the question of the national debt which the govern¬ 
ment owes its subjects. 


4-THE NATIONAL DEBT 

The reproach that Functional Finance causes the national debt to 
increase immoderately can be parried by pointing out that the 
budget will not always display a deficit to fulfil its regulatory 
function. There are times when total expenditure threatens to 
display a deficit, so that a budgetary deficit must keep the circu¬ 
lation going; but then there are other times in which a budgetary 
surplus is required to protect the national economy against in¬ 
flation. In the cyclical fluctuations the public debt varies, but it 
in no way needs to be constantly increasing. The permanent in¬ 
crease of the debt does not fit into the doctrine of Functional 
Finance as such, but rather into the stagnation theory, that is to 
say the view that expenditure in the private sector will constantly 
be too small for productive capacity. But the stagnation theory 
has been abandoned; the experience of the post-war years has 
shown that inflation can be at least as obstinate as deflation. 

From the fluctuation of deficits and surpluses on the budget 
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som economists, influenced rather by Keyms, have deduced thu 
the budget does not need so much to be in equilibrium over a 
period of one year (the normal duration of a budget) as over a 
whole business cycle. BudgetSLty eQuilibriuin thus rewdins the 
norm, but the period changes. The budget period must really 
comprise a whole business cycle. In this way an attempt has been 
made to reconcile Keynesian budget policy with the classical one. 
Just as happens with such well-meaning compromises, the theory 
of the anticyclical budget has brought little enlightenment and 
has confused minds to a not inconsiderable extent. The train of 
thought seems to be connected with the concept of regularly 
returning waves in economic life, waves which in length and 
amplitude display a uniform and thus predictable rhythm. This 
is the favourite idea of the old-fashioned cyclical theory. In actual 
fact economic life does fluctuate, but the waves are not nearly 50 
regular and above all not nearly so predictable that a government 
could base a budget policy on them. Anyone who has been con¬ 
cerned with the practice of an anticyclical policy will shake his 
head at so theoretical a set-up. And if in addition the idea of a 
budget covering several years is attached, whereby expenditure 
must be specified for a number of years ahead, it requires little 
imagination to hear the bitter laughter of the civil servants and 
the politicians, who already have trouble enough with the one- 
year budget. This is quite apart from the difficulty that nobody 
can estimate where exactly a country is in the business cycle at 
the moment when this system is introduced. 

The proponents of the long-term anticyclical budget have 
therefore done modern views of financial policy a disservice. They 
have distracted attention from the fact that Functional Finance 
directs the Chancellor of the Exchequer to act every year as he 
thinks fit, to accept fluctuations in the public debt as long as 
they do not exceed all bounds, and not to worry about the 
periodicity of what is believed to be a business cycle. 

But when does the national debt exceed all bounds? 

A very widespread view on this is the following. The national 
debt imposes on posterity the burden of interest and redemption. 

It may therefore be contracted only if posterity inherits not only 
the increased debt, but also the government investments which 
can cover the extra expenditure with their profit-eaming ability. 
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Fit is often said that a generation that does not follow this principle 
robs its children of their future. And in this respect a further 
distinction can be made between the very strict view that money 
should be borrowed only if the investments concerned can show 
a profit from the point of view of business economics - such as 
an electricity works, a railway line, a swimming bath - and the 
somewhat more flexible idea that it suffices if the general pro¬ 
ductivity of the country has increased through the investments ~ 
e.g. roads and bridges. Feelings have often run high in debates 
between the strict and the flexible. At this moment they interest 
us less; for both groups of debaters are wrong. 

The first mistake they make is to think that the national debt 
as such represents a burden on posterity. An internal debt means 
that the government must pay interest and redemption to some 
of its subjects after other subjects have furnished these sums. 
Money is transferred from the pockets of the one to the pockets 
of the other. As the state’s taxpayers and credits form part of the 
same national economy and of the same generation, the national 
economy as a whole does not become any poorer or any richer 
from the transfer. It may not therefore be said that an increase 
in the national debt burdens posterity. This cuts away the ground 
from under the moralistic view of the balanced budget. This view 
regards the public debt too much on the analogy of a private debt. 
It confuses macro-economics with micro-economics.* 

The misunderstanding regarding the ‘burden’ is a particularly 
obstinate one. Many regard the refutation of it as a sophism. 
Perhaps the following will help. Our heirs will have to live under 
a burdened government; that is unpleasant for them. But at the 
same time they inherit the government bonds. This compensates 
for their distress. In a certain sense the one cancels the other out. 

* However, in classical theory the idea that the creation of a government 
debt puts a burden on future generations may be defended as follows: / 
depends on S. If the government borrows parts of present savings, present 
investment will suffer and therefore future labour productivity and welfare 
will suffer also. This is only acceptable if government investments are in¬ 
creased. In other words: in classical theory government should borrow only 
for investment purposes. This moral prescription collapses if we drop the 
view that J depends on S. It should also be noted that in this classical view 
the burden on our children is not caused by the existence of a public debt 
but by its creation; an important distinction that is often lost sight of. 


M.K.-7 
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Anyone wishing to debate with supporters of the nalvt burden 

theory can use this argument. He can say - jokingly ~ that the 
present generation could greatly favour posterity by considerably 
ittcreasingthepublicdebt-Forourchildrenareenrichedbysecuri- 
des which provide an income without their having to work for 
it. But I fear that the opposite party will go home with the feeling 
that they have been done. 

There is a second reason for criticizing the prejudiced view that 
the government debt wilJ per se burden later generations. Even 
if this debt should cause difficulties in the future - this can very 
easily be the case, though for other reasons than the naive burden 
theory assumes - then it should be borne in mind that a deficit 
on the government account yields benefits which need not consist 
in the profit-earning ability of the capital goods purchased by the 
government. For the theory of Functional Finance teaches us 
that the extra government spending keeps the circulation going. 
This means that consumption is higher than it would have been. 
But it also means that private investments are higher; for, as we 
have seen, these depend on consumption, and even to a somewhat 
greater extent (acceleration). Owing to the budgetary deficit not 
only is national income saved from a decline, but also the expan¬ 
sion of productive capacity can continue. Without a deficit on 
the budget later generations might perhaps get a smaller stock of 
capital goods; the productivity of labour and prosperity would 
be harmed by this. In return for the greater national debt we have 
not only the inheritance of a bundle of government securities but 
at the same time something that is much more important: a 
larger national income in the future. Quite apart from the specific 
projects which the government financed with the loans! These 
have nothing to do with the matter; in principle they cannot even 
be pointed to any longer. There is no connexion between the 
budgetary deficit and certain detailed items of expenditure; there 
is only the macro-economic connexion between the deficit on the 
budget and the too small total expenditure C H- /, which we want 
to remedy. 

Perhaps the compliant reader has now gradually come to the 
conclusion that the size of the internal national debt is completely 
immaterial. After all, he reasons, it merely entails a transfer of 
money from one pocket to another, which does not make the 
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national economy any richer or any poorer. But once again, things 
are not as simple as that. 

For this transfer has certain consequences. The taxpayer forks 
out more money to provide his fellow-citizens with interest and 
redemption, and his reaction to this may perhaps be less enter¬ 
prise. Too great a transfer of income and capital also causes a 
decrease in the propensity to save, and thus makes the national 
economy less proof against a future threatening inflation. Some¬ 
times the new government bonds are difficult to place, and the 
government must have recourse to short-term debts, which may 
also entail a tendency towards future inflation. And finally a big 
national debt is just the thing to create in the minds of its holders 
the illusion that they are richer than they actually are. The 
national debt may not make the community poorer, but it cer¬ 
tainly does not make it richer. And if the state’s creditors are 
given a false feeling of wealth, there is a chance that the propen¬ 
sity to save will suffer, again with inflationary consequences. (The 
latter is sometimes called the Lemer eff ect of the public debt.) 

It is therefore evident from this short summary of the draw¬ 
backs of too large a national debt that the latter’s size is not 
entirely immaterial. However, it is something quite different if 
this debt is regarded as a burden because it seems to weigh 
heavily from a micro-economic point of view, which it does not, 
or because it can create monetary problems in the future, which 
it may. The first is a misunderstanding, the second a real difficulty, 
although the extent of this difficulty must not be exaggerated. All 
the same, a Chancellor of the Exchequer may not forget this side 
of the matter. For this reason alone Functional Finance is a less 
simple matter than is occasionally suggested. There are still other 
reasons for this; they will be discussed later (Chapter XII, 
section 2). 


5 THE HAAVELMO EFFECT 

Before we leave the government and its part in the circulation for 
the time being - however important this subject has been ever 
since Keynes - one more remarkable aspect will be elucidated. 
This is what is called the Haavelmo effect, which forms a bone of 
contention for a number of economists. 
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T. Haavelmo* has investigated what happens if the govern* 
went increases its expenditure and at the same time increases the 
tax burden to such an extent that the additional expenditure is 
covered right from the start by extra government income. This is 
therefore a tax policy that appeals to many adherents of the classi¬ 
cal school, and one that also seems sensible in a period in which 
the Chancellor of the Exchequer often finds it difficult to resist 
political pressure for increased expenditure - a situation which 
many a postwar Minister of Finance knows all about. Even in 
such a situation it may help sometimes if a Parliament which is 
in the mood for extra spending on all kinds of fine and useful 
things is told that it will at the same time have to find the addi¬ 
tional revenue. The members then will sometimes shrink back 
from what at first seemed so attractive. But let us now assume 
that Parliament is consistent and puts up the necessary funds: i is 
raised so far that AG is compensated by A T; not after the multiplier 
has first done its inflationary work, but right from the start. In 
economic jargon: A7'is equal ex ante to AG. What is the position 
now? 

At first sight it seems clear and obvious. It is tempting to 
reason as follows: extra government expenditure has been added. 
This has created extra income with respect to the (let us say) 
newly engaged civil servants. Now if nothing else happened the 
money income would have increased by AG, plus the multiplier 
effect of this. But things do not get so far. For the extra incomes 
are at once taken back again in the form of a tax increase. The 
budget remains in equilibrium. The total expenditure of income 
remains the same, and so do total employment and total produc¬ 
tion. But the nature of the production changes. First a certain 
amount of consumer and investment goods was produced; this 
amount has been contracted by the extra tax levied. It has been 
replaced by the production of an additional government product 
which does not come on the market but is paid for via the extra 
taxes. 

If I understand Haavelmo’s theorem aright, it is particularly 
useful in uttering a warning against this apparently obvious 
reasoning. For it is wrong. If you pay close attention to the circu¬ 
latory effects of taxes and government expenditure, you must 
♦ ‘Multiplier Effects of a Balanced Budget*, Econometrica, 1945. 
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conclude that national income has changed in size and employ¬ 
ment too. For just look at the income that gets into the hands of 
the households. It first had a certain size. To this was added the 
extra government expenditure; at the same time a corresponding 
amount was drawn off in the form of extra taxes. This therefore 
means that after the whole operation the households receive 
exactly the same sum as before. True, this sum is divided differ¬ 
ently among them; the new civil servants have an income that 
they did not have at first; the taxpayers retain a correspondingly 
smaller spendable income. But the total income that can be used 
for consumption (and saving) is the same. It is thus possible, and 
even probable, that the total consumption expenditure in the 
private sector will also remain the same. And for the same reason 
private investments will not need to fall. The production of C and 
/ goods is therefore the same as before, as is employment in 
private business. But in the government sector employment has 
increased, as has the production of the collective product. Total 
employment has thus been increased to the extent of the addi¬ 
tional government expenditure. The national product has also 
increased; for whilst C -f f remained the same, a piece of AG 
was added. Although the extra government spending has at once 
been made up for by higher taxes, economic activity has still 
increased. This is the Haavelmo effect. 

The perceptive reader will note that this reasoning is based on 
a particular assumption, viz. that the newly engaged civil servants 
previously had no employment, and that the paper on which they 
write, the desks at which they sit, and the coconut matting on the 
otficial staircase can be produced by productive forces previously 
unused. If this is not the case, and if the factors of production 
have to be taken off other assignments, then AG no longer leads 
to A y. The one income is then substituted for the other, the total 
flow of income to the families does not increase, and the increased 
tax burden takes a bite out of it. The spendable income of the 
families is then smaller, and so are private consumption and 
private investments. 

Now what is the practical importance of the Haavelmo effect? 
It means that a depression can be remedied by the government 
even without a budgetary deficit. Employment can increase even 
without uncovered expenditure being incurred; if the level of the 
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budget is raised* however balanced it may be. Even if public 
works are performed and these are covered by taxes, employ^ 
went increases. Of course it would have increased more if taxes 
had not been raised or even lowered; but even a balanced budget 
increase has a reflationary effect. 

There is something else that we can leam from the Haavelmo 
eftect. In a depression a government should preferably not 
reduce its total expenditure. Even if it were to make the tax 
burden lighter at the same time, the result would still be wrong. 
This would indeed be spoiling the ship for a ha’porth of tar. 

The significance of Haavelmo’s discovery can also be defined 
as follows. It was formerly believed - and is still believed by many 
today - that the government only increases activity via a budget¬ 
ary deficit or cuts it back via a budgetary surplus. Now we see 
that not only deficits and surpluses but also changes in the /eve/ 
of the budget are of importance to total expenditure. A consider¬ 
able change in views, in other words. 

6-IS FUNCTIONAL FINANCE A DANGER? 

When I first made the acquaintance of Keynes’s theory while I 
was a student, it made a deep impression on me ~ an impression 
which is still to be seen in this book. It was not so much the equal¬ 
ity of I and 5, which in those days was regarded as one of the 
most striking aspects, as the political view of government finance 
that seemed strange to me. At the time governments all over the 
world were struggling to get out of the depression. Economy was 
recommended, a stable financial policy seemed more than ever 
essential, every penny counted. And suddenly, in a short book 
written by a friend of Keynes and a fervent admirer of the new 
theory,* it was being asserted that the best possible way of getting 
out of the depression was a nice big budgetary deficit! It seemed 
to be an unprecedented breach of the sacrosanct financial rules, a 
policy that could only lead to disaster. True, in Germany 
Schacht was already busy putting such recommendations into 
practice, but this merely strengthened the impression that the 
whole affair was extremely suspect. 

If I see matters aright, this feeling still governs the thoughts of 
* JoaD Robinson, Introduction to the Theory of Unemployment, 1938. 
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many. The budgetary deficit seems such an apocryphal means of 
economic progress that it is not easily accepted, particularly by 
the world of finance. Whilst Keynes’s theory has on the one hand 
brought economic theory closer to the businessman’s problems- 
sales have always formed a problem for business; they did not 
form one for economics until Say’s Law was abandoned — he has 
alienated the financier and the banker. And the businessman too 
has his qualms. The business community wants stability, and as 
far as the government is concerned this seems to be embodied in 
the balanced budget, which moreover must be a limited budget. 
High government expenditure imposes a burden on the nation 
that the latter cannot bear in bad times especially. And so, 
keep the budget small and keep it balanced. And now we see 
Keynes and Lerner recommending the opposite, and Haavelmo 
adding his bit. Small wonder that Keynesianism has a bad name 
with many. 

And yet these prejudices cannot endure if they are soberly 
examined. For what does a so-called prudent policy lead to in a 
depression? To an intensification of the deflationary gap. It is 
worth while examining this somewhat more closely. 

Let us assume that economic life is suffering from a deficiency 
of demand. Consumption and investments arc bringing the entre¬ 
preneurs an insufficient return. They cut down on production, 
whilst the national income was low enough as it was. As a result 
of this tax revenue falls off. The government sees a deficit come 
about, so that those who are firm believers in budgetary equili¬ 
brium urge that expenditure be cut. This thrift makes the situa¬ 
tion worse, especially by the Haavelmo effect. Lower government 
expenditure means still lower incomes for the households. More¬ 
over, a multiplier comes into action. Since total expenditure 
shrinks still further, the profit-earning ability of the investments 
decreases, and there is every danger of these investments de¬ 
creasing further. Perhaps the accelerator comes into operation. 
The result is still lower incomes (again propagated by the multi¬ 
plier), which in turn lead to lower tax revenue. And so we get a 
renewed insistence on cuts in government expenditure. 

This cumulative process of income, expenditure, and tax 
shrinkage leads to poverty and unemployment. It could have been 
stopped if the government had deliberately tossed the sham 
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Stability overboard and had increased expenditure and reduced 
taxes. True, the national debt would have grown. A number of 
financiers who could not get used to the new idea would have 
become nervous. In their clubs they would have spread the idea 
that the economic setbacks were now going to culminate in a 
disastrous government policy. Perhaps this gloomy idea would 
also have infected a number of entrepreneurs, who for this reason 
would lose still more of their already limited enthusiasm for 
making new investments. This is then the only real thing that we 
have encountered so far in the negative consequences of Keynes¬ 
ian policy; for a drop in investments has a depressive effect on 
the circulation. But readiness to invest is not only a matter of 
psychology. The businessmen who left their clubs with much 
headshaking might perhaps note the first repercussions of the 
budgetary deficits once they had returned to their offices: higher 
sales, caused by the higher incomes. Given a correct application 
of Functional Finance, their profit and loss account will refute 
the club’s gloom. The reality of the accounts department will in 
the long run probably overcome the unfounded pessimism of the 
world of finance. 

Now we were talking about a depression. The recommendations 
of Functional Finance at a time of inflation encounter less intel¬ 
lectual resistance, but all the same they are often not fully under¬ 
stood. For in such circumstances a high level of taxes is the means 
of keeping the swollen demand for goods, services, and the factors 
of production within bounds. The world of finance has no objec¬ 
tion to this in itself, although it is conceivable that some grum¬ 
bling will be heard here and there about the possibility that the 
real blame for the inflation lies in the Keynesian theory - the 
stagnation theory usually being meant. But the high taxes that 
are necessary in the boom encounter criticism from another 
quarter: the taxpayer. He feels himself threatened - by whom? 
By Keynes? No - by the state, which is trying to amass a fortune 
at the cost of private acquisition of property, which is strangling 
private enterprise by nationalization, which is accumulating 
power, in the form of exaggerated public property. 

And so political reasoning proceeds to play a part in the battle 
waged about the level of taxation. And this is of course quite 
right to the extent that on the one hand the size of government 
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expenditure and on the other hand the distribution of the tax 
burden among the taxpayers are political matters. But the trouble 
is that, m the process of budget-making, political views may come 
to the fore that regard budgetary surpluses as a reason for redu¬ 
cing taxes. This is the characteristic of a failure to understand 
Keynesian policy. Taxes must be reduced if resources arc under¬ 
employed, if sales become too small and the economy needs an 
incentive to expand; and, in the reverse position, they need to be 
increased. 

A correct use of government finance can greatly benefit 
economic stability. The irrational fears that spring from an out¬ 
dated financial folklore can only have a harmful and inhibitory 
effect. But a government that wants to follow a modern policy 
will have to take these fears into account. It will have to try to 
win over the wrongly inspired forces - that is a chapter in itself. 
It is also hampered by other difficulties ~ Functional Finance is 
rather more complicated than the above might suggest. Real life 
docs not consist of simple graphs. Public finance has many other 
aspects besides regulation of national Income and outlay. But 
this does not detract from the fact that the basic principles of 
Functional Finance are reasonable and must be kept constantly 
in mind when following a sound budget policy. 
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Old and New in the Theory of Money 

1 • WHAT IS THE THEORY OF MONEY? 

I should imagine that there are few economic subjects which the 
layman finds as mysterious as monetary theory. Money in itself 
is a rather mysterious affair - we are daily concerned with it, and 
it plays an important part in our lives, but most of us have only a 
faint notion of where it comes from, how the monetary system is 
regulated, what forces act on it. People suspect that bankers have 
something to do with it, but banks are obscure institutions and it 
is not easy to get an idea of what goes to make up a banker’s 
daily round. And if, on top of this, theories are developed about 
these mysteries, some are inclined to surmise an extreme of 
scholarship far beyond their comprehension. And yet this awe is 
exaggerated: the essentials of money theory can be grasped 
without any great effort, although in this field, even more than in 
other fields of economics, imagination should be tempered with 
common sense if strange views are to be avoided. Illustrative of 
this is the fact that many reformers of society who have more 
nerve than special knowledge set their sights at monetary matters. 
They want to abolish money as being the source of ail economic 
ills, or they want to saddle us with monetary systems the efficiency 
of which may, to put it mildly, be doubted. These reformers often 
suffer from a lively imagination and a lack of critical sense. If 
they had been a little more hard-headed they would have realized 
that their plans do not hold water and that in any case money is 
much less the real bete noire of society than they think. 

This chapter is an attempt at hardheadedness. It will try to 
give the problems arising out of money a more modest place than 
is often done by economists. This will annoy a number of 
experts. I may warn the reader that this chapter is based on highly 
subjective opinions which the author happens to hold. 

Let us first look at the subjects money theory deals with. K1 
see matters aright, there are five. 
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Tbe fvtsi pioWcm relates to the ‘nature’ of money. Formerly 
quite a lot was written on this more or less philosophical suhiect 
above all bv German economists, but the subject is hatdis top\«d 
nowadays. Of course we have to know what money is; tight, then, 
it is a good - any good whatsoever, irrespective of its physical 
nature or further properties - which is generally accepted by 
people in exchange for other goods. You can pay your tailor 
with coins from the Mint or with banknotes (from the Bank of 
England); but if you give him a hundred-franc note from France 
he will look askance and perhaps prefer not to make use of your 
offer of payment in this form. Consequently, the French franc is 
not money in Britain; it is not generally accepted. Nor can you 
pay your tailor with a claim which you have on someone else, 
unless this ‘someone else* happens to be a bank. This is a most 
important point; claims on banks are accepted as money, at 
least among businessmen, and therefore are money. It is some 
times asserted (in examinations, for instance) that these special 
claims are not genuine money, but that view is not to be recom¬ 
mended. Every businessman knows that his bank balance is 
money, good money, ordinary money (unless it is a savings 
account - you cannot pay people with that. The savings account 
is ‘near-money’). 

We do not need to say much more here about the ‘nature of 
money*. To track down this deeper essence, you can go into the 
historical development of money (beginning with shells and 
oxen, passing via the Italian goldsmiths and the Maria Theresa 
thaler to the situation today), but this exercise has little point for 
our purposes. 

Of greater importance is that part of money theory that con¬ 
cerns itself with the functions of money. Money is above all a 
medium of exchange, i.e. it has the function of facilitating the 
exchange of goods. If there were no money, the producers of 
goods would have to search for a partner who needed their 
product at that very moment - quite a business for the butcher 
and the baker, let alone for the car manufacturer. In other words, 
the medium of exchange saves work. But money is also a measure 
of value. The pound is used in the same way as the gallon and the 
kilowatt, viz. as a fixed unit in which other quantities are expres¬ 
sed. The value of a house is measured in pounds. The unit of 
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account and medium of exchange usually coincide, but in difiicuit 
times they differ; exchange is then performed by means of almost 
valueless monetary units (c.g. marks), but accounting is done in 
gold or in dollars, or in cigarettes. This difference is a sure sign 
of deep monetary disorder and of social disruption. 

Money is not only a unit of account and a medium of exchange; 
it also represents one of the many forms in which a rich man can 
keep his wealth. It is a ‘store of value’. This aspect of the matter 
will concern us more deeply ~ for we shall see that this is one of 
the areas where there is a difference of opinion between ‘old* and 
‘new’ theories. 

A third subject with which money theory usually concerns it¬ 
self - and most thoroughly - is the ‘monetary system*. In the 
nineteenth century and the first decades of the twentieth century 
the discussion centred above all on the relation between money 
and precious metals. Money was originally metallic currency - 
gold and silver coins. Later the goldsmiths issued l.O.U.s which 
could be exchanged for gold, and later still bankers adopted this 
custom. In this way there came into being the banknote, a piece 
of paper issued by a large national bank which on demand could 
be exchanged for gold. This state of affairs, in which all kinds of 
money in a country, and in particular the banknotes, can be 
exchanged at the central bank for gold at a fixed price, is called 
the Gold Standard. The nineteenth century was the heyday of 
this arrangement. There were also situations in which silver, or 
even gold and silver side by side, occurred as a basis for the supply 
of money. A great deal was written about the pros and cons of 
these standards, and the problem became particularly pressing 
when the Gold Standard was suspended during the First World 
War, reinstituted after the war, and then abolished in the 1930s 
under the pressure of the Depression. The acceptability of paper 
money is no longer a special problem today; banknotes are 
accepted, not because they are convertible into gold, but because 
people know and trust that others will willingly accept them in 
payment. They are money because everyone regards them as 
money. 

And the same is also the case with the claims on banks. They 
are money because you can pay others with them. These claims - 
they are called deposits - can be exchanged at the bank for coins 
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. o,es but you don’t need to do this before you can use 
and banicn ’ . ■ payment. I should like to give somewhat 

I ^ pom'. i' 

tion of money. 

Mosi peopk think that money is made by the state, and that is 
partly true, too. And throngh the central banks - in Britain the 
Bank of England, in the U.SA. the Federal Reserv'e System - 
banknotes are issued. But what many do not know is that about 
half of the supply of money is manufactured by others than the 
state and the central banks. This half is the money on deposit or 
bank money: the claims on the private banks. Such a claim comes 
into being through the transactions between the bank and its 
client; the government remains outside it. 

The claim on the bank - the deposit, that is to say - can be 
created in two ways. The first way is by the client taking coins or 
banknotes to his banker. He thus acquires a claim which he can 
use to pay others with. In fact the community’s supply of money 
does not change as a result of this. It might be thought that it 
has changed, because a sum of cash has been transferred from the 
client to the banker (the quantity of cash is constant), whilst more¬ 
over the claim on the bank has been newly created, and thus has 
been added to the existing quantity of money. True, this view of 
the transaction is not illogical, but the economists consider 
another view more suitable. It is their custom not to regard the 
coins and banknotes which are being kept in the bankers’ safes 
as part of the stock of money. This is just an economist’s habit. 
And therefore the depositing of money in a bank is a substitution 
of money; cash has disappeared out of circulation and has been 
replaced by an equal amount of bank money. The total quantity 
of money has remained the same. 

But now note the other way in which a claim on a bank can 
come into being. A banker can give a businessman credit. The 
bank then ‘opens an account’ in the books and gives the business¬ 
man the right to ‘draw’ on this account without his first having 
put money into it (right of overdraft). In other words, a claim is 
bom out of nothing, and this claim is money, for the businessman 
can pay his creditors with it. As long as this deposit is outstanding, 
the community’s quantity of money is increased. But this means 
that the banker and his client, in unison, have managed to make 
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money that did not previously exist. The bank is therefore not 
only a storehouse and a clearing house for money; it is a money 
factory. 

This truth is not generally known. Even some bankers believe 
that they only lend the money that they have received from others. 
They ignore their own creation of money. The economists 
became aware of this creation of money about a hundred years 
ago (one of the first to see this possibility was a Scotsman, H. D. 
Macleod), and it goes without saying that since then the banks 
have attracted their attention greatly. In manuals and textbooks 
many pages are devoted to this creation of money, with particular 
reference to the extent to which the banks, against their liabilities, 
must have a certain amount of cash in the till. This ‘cash ratio’ 
has to exist because some businessmen approach the bank for 
payment of their claims in banknotes or currency notes. 

Many special publications on the operations and the signifi¬ 
cance of banks have seen the light of day, which is only to be 
expected, since banking has a long and extensive history. The 
organization of banking differs in various countries and times. 
So do the place and the function of the central banks ~ generally 
the only banks that issue banknotes. There is a rich field for study 
here. But for a rough idea of how a national economy works it is 
not necessary to go into these institutional matters. We shall see 
later that Neo-Keynesian views attribute a smaller influence to 
banking than do some older theories. To be able properly to 
understand what follows it will suffice to remember that the 
banks, by giving credit, create new money. The reader who finds 
this surprising should quickly re-read the preceding pages and, if 
he wants to acquaint himself with the finer details, consult another 
book.* 

The problem of monetary systems embraces considerably more 
than has been briefly outlined here. The international side of 
monetary arrangements is also of theoretical and practical im¬ 
portance. Under the gold standard the rates of exchange (i.e. the 
prices of the various national monetary units expressed in terms 
of each other) are fixed by the gold contents of the different 
currencies; it will be clear that this must be so, for every currency 
is connected to gold via convertibility and, given a free trade in 

* For instance A. C. L. Day, Outline of Monetary Economics, 1957. 


134 



OLD AND NEW IN THE THEORY OF MONEY 
gold, the price of gold is about the same throughout the world. 
If the Gold Standard is abolished, the rates of exchange cease to 
be fixed; they can then move freely and arc determined by supply 
and demand. If governments do not wish to have fluctua¬ 
tions in the price relationship of the various currencies, they can 
try to manipulate the rate by buying and selling foreign exchange. 
They can sign conventions with each other, fixing the rate. The 
central banks of the countries concerned are then obliged to buy 
and .sell each other’s currency at a fixed rate. This was the situ¬ 
ation under the Bretton Woods Agreement (1944), which also set 
up the International Monetary Fund, a kind of watchdog for a 
monetary system with stable rates of exchange and more or less 
stable balances of payment. 

Unfortunately, the balance of payments of many countries 
proved to be stable in the wrong sense: they showed an almost 
permanent gap. Britain was of course the best-known example, 
along with the developing nations, but the United States also had 
a deficit in the sixties and the early seventies. This led to the 
abandonment of rate fixing (see Chapter V section 4) and to the 
more or less managed float. After the dramatic increase in oil 
prices the international monetary scene became more and more 
chaotic: countries like Japan and Italy were confronted by almost 
unmanageable gaps in their balance of payments and sought to 
remedy this by contracting their internal flow of purchasing 
power. This type of policy may lead to ‘stagflation' (a recession 
combined with sharp price increases) or even ‘slumpflation’ (de¬ 
creasing production with sharp price increases); and the evil 
may prove to be contagious. The IMF simply cannot cope with 
such a chaotic international situation. It is obvious that the in¬ 
ternal equilibrium of many countries is threatened by the present 
international monetary chaos, but these tremendous problems 
cannot be dealt with in this small book, which concentrates only 
on national issues. 

Let us return to these. We have listed three: the nature of 
money, its functions, and the monetary system. Our inventory 
comprises two other subjects: the value of money and the effect 
that money has on economic events. The last two are of great 
importance for our purposes. 

The value of money is an old problem, which attracts attention 
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again and again, and about which new views are constantly being 
formed. The next chapter deals with it. 

We shall first try to form an idea about the effect of money on 
the circulation of income and expenditure. To put it another way: 
to what extent must we include in our model special relations 
showing the effect of money on the economic process? We shall 
see that differences of opinion may arise over this matter, in that 
some Neo-Keynesians are not prepared to ascribe an important 
role to the money factor, whilst others regard this precisely as one 
of the great weaknesses of the Keynesian system. It is to this 
problem that the rest of this chapter is devoted. 

2 THE INCOME SPHERE AND THE CAPITAL SPHERE 

Anyone who wants to acquaint himself with the controversial 
subjects in modern money theory can best do so - at least so it 
seems to me - by starting from the distinction between the income 
sphere and the capital sphere. For instance, cast your mind back 
to the flow of goods and money as we once saw it. Now in Fig. 7 
only the money flows are drawn; the movement of goods and 
the flow of the factors of production have been left out of con¬ 
sideration. We see the national income F on its way from the 
firms to the households, and we see how the government adds an 
extra little flow of income - salaries of civil servants, rent for 
buildings, etc. - and we also see how the government drains off 
part of it in the form of taxes. The households cause this money 
to flow on in the form of consumption expenditure C, but part 
of it remains behind in the form of *S'. Now this flow of money 
goes to the capital sector. This comprises the stock exchange, 
where shares, bonds, and similar securities are dealt in, and further 
the banks, the life assurance companies and finally also those 
parts of wealth which are kept in the form of money and which 
are presently to acquire special importance in our story. The rest 
of the money flow we call the income sphere. This comprises the 
payment of the productive services, the factors of production, 
consumption expenditure, and also investment expenditure (i.e. 
the buying of capital goods). 

Now the characteristic difference between the income sphere 
and the capital sphere is that with the money spent in the income 
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f = Investment expenditure Y « national Income 

T = taxes Cs = capital sector 

C-= consumption expenditure S = savings 

6 = government expenditure 

Fig. 7: The circulation of money 

sphere a flow of goods and factors of production is propelled 
along. Consumption expenditure draws the consumer goods out 
of the machinery of production, and so keeps up the level of 
production and employment. The investment expenditure - i.e. 
the spending of money on capital goods - gives work to the engi¬ 
neering industry, the building trade, the shipbuilding yards. The 
money that the firms spend on the factors of production creates 
the national income -* it forms the direct counter-entry of the work 
done by labour, the productive services of capital, of land, and of 
the entrepreneurs. In this way the creation and the spending of 
income keep alive the firms’ economic activity. Work and pros¬ 
perity are thus created. 

Expenditure in the capital sphere is different. The buying of 
securities directly creates no other employment than that of the 
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Staff of the banks and the stockbrokers. This employment is 
extremely small compared with the sum spent - only a few tenths 
of one per cent of it are devoted to factors of production. With 
the rest the buyer of securities purchases claims. He does not buy 
consumer goods. This is the Keynesian definition: saving as a 
negative, deflationary act. The money goes to the capital sphere, 
where it does not contribute to the sales of goods. This part of 
the flow of money has lost its pull on production. 

But classical theory has different views on this. The classicists 
also see this part of the flow of money as the creator of employ¬ 
ment: namely of employment in the capital goods industry. The 
buyer of securities makes his money available via the capital 
market to the investing entrepreneur; the latter puts factors of 
production to work that produce new machines. Without the 
prior act of saving this could not have happened. Consequently, 
in the classical view saving promotes sales just as much as con¬ 
suming does - it evokes production just as much, but another 
form of production; not of consumer goods, but of capital goods. 
This is the familiar argument which we have already met, and 
which now also proves to be of importance to monetary theory. 

For classical theory sees no purpose in making a distinction 
between the income sphere and the capital sphere. Money is 
money, and money keeps moving. It moves from the firms to the 
hou.seholds, and from them back again to the firms - either via 
the market for consumer goods or via the capital rharket. In the 
first case there is a direct increase of sales and employment; in 
the second case this increase comes about indirectly. It is im¬ 
material to employment and production how the money moves. It 
may enter the capital sphere, but it exits again immediately at the 
other side - it then returns to the income sphere via the purchase 
of capital goods. In the classical view saving does not have a 
deflationary effect. 

This whole argument is further reinforced by the special view 
which classical theory has of money as a liquidity. We have seen 
that money has three functions: medium of exchange, measure of 
value, store of value. Now classical theory does not believe in the 
last of these three very much. It attributes this function to money, 
but without considering it important. Anyone who keeps his 
capital in the form of money — i.e. who hoards his savings instead 
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dasskvste; \n oWen days perhaps, or in backward regions, or in 
time of war , but otherwise money in an oid sock is an anomaty. 
Entrepreneurs urgently require new money — hence their willing¬ 
ness to pay interest for it. Hoarding money is doing a short¬ 
sighted injury to one’s own financial interests. In the classical 
view it does not occur in a modern world, where people hold as 
little money as possible. All the more reason to regard the capital 
sphere as a temporary residence for the money flowing through. 

But this ‘modern world’ of the classicists collapsed in 1929. 
Since the Depression the capital sphere has proved quite capable 
of absorbing great pools of money. And Keynesian theory can 
also explain why. 

This explanation is twofold. On the one hand we now know 
that not every saving leads to a corresponding act of investment. 
We have seen that the basis of Keynesian theory consists in a 
reversal of the relation; it is not saving that leads to investment, 
but vice versa. Saving can even have a negative effect on invest¬ 
ment; it reduces consumption and investments are ultimately 
made on behalf of sales. We have seen that this does not in itself 
mean that S must become larger than /; whether this happens 
proved surprisingly to depend on quite different things, namely 
on the relation between the sum of government expenditure and 
exports on the one hand and the sum of taxes and imports on the 
other hand. But, however this may be, the flow of savings to the 
businessmen who were eagerly awaiting them does not always 
prove to go as smoothly as was formerly believed. This is in itself 
a reason to give a somewhat more generous place in the theory 
to the distinction between the income and capital spheres than 
would suit the classicists. But there is another reason as well. 

This second reason lies in the ‘hoarding’ of savings. The term 
‘hoarding’ does indeed create the impression of the old sock, of 
suspicious rich men in backward countries without a proper 
capital market, without dependable possibilities of investment. 
But this is misleading. In modern countries too it may very well 
be attractive for the investor to keep part of his wealth in the 
form of money. Keynes pointed this out, although he hardly 
needed this for his explanation of the phenomenon of unemploy¬ 
ment; it is part of his explanation of the rate of interest (via this 
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rate the hoarding influences the acquisition of capital goods and 
so. indirectly, employment).* To give expression to the fact that 
he had in mind something quite different from the classicists with 
their out-of-date hoarding phenomenon, Keynes does not speak 
of hoarding but of ‘liquidity preference’. The word can be more 
easily associated w'ith rationally acting possessors of wealth than 
is the case with the old term, which is redolent of stone jars filled 
to overflowing with gold coins and suchlike romantic conceptions. 

The preference for extra liquid funds (i.e. more liquid funds 
than one needs for one’s normal transactions) may have various 
motives. The most characteristic of these is distrust of the value 
of securities. If someone keeps his capital in the form of money 
instead of buying shares or bonds, he loses interest; but, if stock 
market prices drop, this disadvantage may easily be outweighed 
by the loss that he would have suffered on the market value of 
his shares. A general drop in the stock market amounts to an in¬ 
crease in interest and vice versa; we can therefore say that the 
investor displays a great liquidity preference if he expects an 
increase in interest. He then exercises an extra ‘demand for 
money*. Keynes called this reason for holding extensive money 
funds the speculation motive. In the terminology of the stock 
exchange a man with such a preference is called a ‘bear’; a man 
who expects a rise in the stock market and thus disposes of his 
investment funds is called a ‘bull’; and a man who is neutral is 
sometimes called a ‘sheep’. 

Bulls, bears, and sheep occasionally live peaceably side by side. 
The bears take over the liquidities which the bulls do not wish to 
possess. The capital sphere is then in equilibrium. But sometimes 
the bears predominate. Then the quantity of money in the capital 
sphere increases. However, it would be wrong to assume that this 
money has been withdrawn by the hoarders from the income 
flow in a deflationary way, and that the bears are responsible for 
a depression. If hoarding is to have a deflationary effect, then 
bears, to satisfy their need for liquidity, have first to save more. 

♦ It is as well to point this out, since some believe that Keynes ascribes 
deflation to the hoarding of income money - a misconception that clouds 
insight into Keynesian theory and which was already warned against in 
section 4 of Chapter 111. The misunderstanding is promoted by, among 
others, F. Benham. 
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case savmg is, as it were, provoked by the desire for greater 
liquidities. The real deflationary factor is then the saving, the 
absence of consumption. That is what the entrepreneurs notice: 
they are left with the goods produced. They do not suffer from 
hoarding as such, but from saving. The hoarding that takes place 
in the capital sphere is secondary. 

An increased need for liquidity, i.e. a victory for the bears, is 
in itself hardly a factor likely to disturb the circulation of income 
and expenditure. True, the phenomenon has a disturbing effect, 
but in quite a different field. It reduces the supply of capital. 
There are savings enough - the circulation has attended to that - 
but they are not passed on to the entrepreneurs for investment. 
Now it is quite possible that the entrepreneurs are not troubled 
by that fact - namely in so far as they are in no way planning to 
implement major projects. The bears in that case hoard the money 
which remains unused anyway. 

The latter situation is characteristic of the capital market in a 
depression. The capital sphere is wallowing in money, in part 
because there are bears that do not trust the stock market, and 
in part because the entrepreneurs are not eager to borrow money. 
This abundance of money accompanies the depression; but it 
does not cause it. It is saving (or taxation and importing) which 
has a deflationary effect in the income sphere, not liquidity pre¬ 
ference as such. The latter is confined in its effects to the capital 
market, and has hardly any effect, or at least no direct effect, on 
the circulation. This is the position of some Keynesians regarding 
the role of money. (It is not Keynes’s own view; in the General 
Theory the rate of interest forms the link between the two 
spheres.) The separation between the capital sphere and the in¬ 
come sphere has induced them to construct models in which the 
money factor no longer explicitly occurs. This is a strange matter 
which we shall have to examine more closely. 

3 * MODELS WITH AND WITHOUT THE 
EFFECT OF MONEY 

To appreciate how surprising the moneyless model is to many 
economists, we must first realize that at the time when the 
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General Theory was published there was a school of theoreticians 
who ascribed the disturbances in economic equilibrium purely 
and simply to the effect of money. The fluctuations of prices and 
of production, the continually altering upswing and decline of 
economic life, in short the trade cycle, were explained on the basis 
of the expansion and contraction of the amount of money in 
circulation. Inflation and deflation were identical with an expan¬ 
sion and a reduction in the flow of money, which, in their turn, 
are explained by changes in the stock of money and its velocity 
of circulation. This is a very common view even today, and indeed 
not only among professional economists. 

It is somewhat difficult to indicate the place occupied by this 
monetary school in economic theories as a whole. So far we have 
spoken only of the classical versus the Keynesian school. This is 
of course a gross oversimplification. For, although the classical 
school might in principle have taken Say’s Law as its foundation, 
and although it might have left little room in its system for un¬ 
employment, the classicists could not nevertheless shut their eyes 
entirely to the periodically recurring depressions. However, they 
had banished investigation of the business cycle to a separate 
corner of economic theory - the corner reserved for the monetary 
specialists. Writers on finance and banking were well aware that 
wave movements occurred which carried production along with 
them, and which were difficult to reconcile with Say’s Law. But 
these writers were usually too deeply immersed in their field of 
research to bother very much with the idea that supply always 
creates its own demand. They believed it, and left it at that. But 
the banks could create ah additional demand not arising out of 
production. The first to draw the consequences of this was the 
Swedish economist K. Wicksell (about 1900). He connected the 
theory of income determination with the theory of money. What 
does this connexion look like? 

Well, the answer is quite simple if we remember that a bank can 
make money. A bank can give an entrepreneur a claim on itself, 
and with this claim, born of nothing, the entrepreneur can pay 
others. The claim is money, money in the form of a deposit. 

Now the basic idea of Say’s Law is that the demand for goods 
and services comes from those who have first earned an income 
in production. But now demand is suddenly exercised by entre- 
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preneurs who have not yet earned their money but who have 
received it from a bank. They exercise a demand for investment 
goods, without the purchasing power for that purpose having 
been created in production. And if presently the investments are 
made, incomes are admittedly created in the capital goods in¬ 
dustry, but these end up in the hands of the factors of production 
that have helped in the production. And so this money travels 
further en route towards consumption. The original creation of 
money continues to play a part as an inflationary factor, until the 
credits have been repaid and the money has returned to the bank 
- it is then destroyed. In this argument the creation of money by 
the banks means inflation. And conversely a contraction of the 
circulation, i.e. a depression, was more or less placed on a par 
with a contraction of the quantity of money. Here too the banks 
were particularly envisaged. 

In this way the monetary cycle theory came into being, which 
was defended twenty or thirty years ago with great vigour and 
skill by such economists as R. G. Hawtrey and F. A. von Hayek. 
In their opinion the cause of inflation and deflation lies in the 
increase and the decrease of the quantity of money. The matter 
rests with the banks. If they are compliant and generous, and if 
they force interest down below the level at which investments are 
in equilibrium with savings, then the entrepreneurs turn up in 
large numbers to borrow money. This stirs up investments. The 
money accordingly enters into circulation and falls into the hands 
of consumers who wish to buy consumer goods for it. However, 
the machinery of production is already hard at work making 
capital goods for the entrepreneurs. A struggle for the productive 
capacity breaks out, so to speak. At first this struggle goes in 
favour of the capital goods, for they have the bankers behind 
them. But the bankers cannot endlessly continue along the path 
to inflation. The nature of their business entails that the credits 
granted must always be covered to a certain extent by coins or 
banknotes - the customers might demand part of the money on 
deposit in the form of cash. Expansion is brought to a halt by 
the absence of these cash reserves. The creation of credit breaks 
off. The businessmen are left in the lurch by the bankers. They no 
longer have the financial resources required to complete their 
projects. And so a crisis occurs, the abrupt end of the boom. 
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And then comes the depression, which in this argument is the 
necessary consequence of a preceding boom. The bankers' 
liberality has disappeared and bank credits are restricted. As a 
result of this, the quantity of money is reduced. In itself, this 
already has a deflationary effect. Perhaps the consumers begin to 
hoard the scanty income that they receive. By so doing they 
constrict the flow of money still further. Bankers and hoarders 
together are responsible for the depression. 

This reasoning is, as I see it, rather un-Keynesian. And yet it 
is also difficult to recognize classical theory in it. Personally I am 
of the opinion that this monetary view of the business cycle, at 
least in certain variants, is the classical way of thought in disguise. 
For after all it recognizes Say's Law, but sees bankers and hoarders 
as wrongheaded offenders against the fundamental law. The 
Keynesians, on the other hand, do not believe in the law - we 
rejected it fundamentally in Chapter 111. Perhaps the following 
simile can make matters clearer: as regards Say’s Law the mone¬ 
tary school (such as Hayek and Hawtrey) are to be regarded as 
heretics. They are believers with certain aberrations. The Key¬ 
nesians are not heretics; they are unbelievers. Considerable con¬ 
fusion has resulted from some heretics (i.e. adherents of the 
monetary school) having put themselves down as unbelievers 
(Keynesians), while it also happens that genuine Keynesians cast 
their views in the form of monetary theories. Here is one of the 
major sources of obscurity in modern economics.* 

But let us keep aloof from this battle of the ‘scribes’ and con¬ 
sider reality. We have seen that monetary theory points to the 
bankers as controlling the business cycle. They make and break 
economic life, by first being generous and then being close with 
their credits. Now this is not only un-Keynesian, it is also un¬ 
realistic. Banking does not wield that much power. The banker 
can help an entrepreneur to bridge his financial requirements. He 
can also refuse. In the latter case the buying of new machinery is 

* The situation is made considerably more complicated by the fact that, 
before he wrot^ the General Theory, Keynes was a supporter of the mone¬ 
tary theory. In his Treatise on Money (1930) he stood close to K. Wickscll 
{Geldzins and Giiterpreise, 1898), who is Hayek’s spiritual father. It is occa¬ 
sionally claimed that the system of the General Theory really docs not differ 
so much from that of the Treatise.... In this corner of economics school- 
forming is involved and subtle. 
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perhaps somewhat restrained. But in practice a shortage of 
finance will not form the great check on expansion. In 1929 there 
were no factories left uncompleted through a lack of capital, but 
there were factories enough which, although excellently finished 
and very well equipped with machines, were emptied by a lack 
of sales. The financial crisis certainly does not get off scot-free 
for the events in 1929; it gave an enormous shock to business and 
it curtailed the spending of the disappointed and sometimes 
ruined people who lost on the stock market. But the decisive 
factor in the Depression was the damage to total expenditure. And 
the theory of total expenditure is Keynes’s theory. 

Whilst the monetary theory gives all the credit and also all the 
blame to the bankers, they do not appear in the simple Keynesian 
story. The Keynesian model that we described in Chapters HI 
and IV contains no equation reflecting the monetary factor. The 
entrepreneurs occupy a strategic place - but it is immaterial to 
Keynes whether they do their financing with share capital or with 
new bank credit. The savers are also important. True, they do not 
determine the size of national savings but they do determine the 
size of the national income which makes 5 equal to I (see Chapter 
ill). As savers they certainly play a part in the circulation, but 
once they have saved and have bought securities their radius of 
action is confined to the capital sphere. These ‘capitalists’ can 
still struggle a little by swapping one security for another, they 
can influence the stock exchange as bears and bulls, and perhaps 
force the interest rate up or down; but this has not much to do 
with the income flow. The money factor is irrelevant, both to the 
bankers and to the buyers of securities. The Stock Exchange hardly 
occurs in the whole set-up. At least, that is the situation in the 
simple Keynesian theory - which we shall presently have to 
amend so as to come closer to reality. But it is as well, by stating 
the extreme non-monetary point of view, to show how greatly 
monetary theory has exaggerated the part played by money, the 
banks and the Stock Exchange. 

In order to explain the latter in another way, an example may 
be taken from public finance. Up to now we have followed mone¬ 
tary theory in observing the creation of money by the banks. But 
the government can also create money. If this happens on a large 
scale it naturally leads to inflation. History contains many an 
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unpleasant example of this: the ‘greenbacks' in the United 
States; the German mark after the First World War and the 
Hungarian inflation after the Second, which led to a complete 
destruction of the monetary system. But even if we leave out of 
consideration these extreme cases of monetary pathology, it 
seems obvious that the government and the central bank, by an 
excessive issue of money, can harm economic life, devaluate 
money, and cause inflation. How, then, can ‘moneyless’ theory 
maintain that the money factor is a negligible quantity? 

The answer to this question enables me once again to explain 
the fundamentals of Keynesianism. That is after all the purpose 
of this chapter, if not of the whole book. 

Keynes does not deny that the government can create inflation 
via public finance; on the contrary, his political conclusion is 
precisely that a certain reflation of the circulation can and should 
be effected by the government and not by private households and 
business. But the Keynesian analysis of the effect that public 
finance has on the national economy is expressed in other con¬ 
cepts than those 6f the older monetary theory. Keynes does not 
consider the injection of money by the government ~ he con¬ 
siders government expenditure in relation to taxes. If this ex¬ 
penditure increases, income is created which is spent on con¬ 
sumer goods; consequently the multiplier begins to operate, 
and the national income and employment increase. This may 
imply a budgetary deficit, and such a budgetary deficit may 
be covered by the creation of money. In that case the gov¬ 
ernment finances by new banknotes or by selling short-term 
bonds to the money-creating banks. But the additional money 
- and here is the catch - is not a prerequisite of the reflationary 
effect. For it may also be that the government covers the 
budgetary deficit by borrowing money on the capital market 
from the savers. In that case no new money is created. And 
yet G is greater than T, and yet the multiplier is in operation, 
and yet more is produced, more work is done, more is earned. 
There is reflation without the injection of money. This is achieved 
by transferring money from the capital sphere to the income 
sphere. The government functions as a pump between the two 
spheres; via borrowing, money is pumped into the income sphere. 
Keynes does not concern himself with this pumping. It is more or 
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as C, 1, and G occur, expenditure components that is to say ; and 
the stock of money v/ih behave as the spenders of the money wish. 
From the macro-economic point of view the bankers and the 
buyers of securities have been dethroned; they have been demoted 
from the powerful occupants of a key position to the servants 
of the collective body of entrepreneurs. The government keeps its 
power, not so much because it can make money, but because it 
can adjust expenditure and taxes, each of them separately, to the 
level demanded by the economic system. 

This connexion is most clearly evident when the Keynesians go 
on to consider an injection of money from public finance which 
for once does not take place in the income sphere. This case 
occurs when the government repays part of the national debt. Let 
us assume that at a given moment a long-term part of the national 
debt falls due, so that the Chancellor of the Exchequer has to find 
money to meet these obligations. Let us further suppose that the 
revenue from taxation is not sufficient to cover this additional 
financial obligation, and that the government does not wish to 
raise taxes. The Treasury then falls back on the creation of money. 
New money is made to pay the holders of state bonds. The com¬ 
munity’s stock of money increases. Now note the difference in 
approach to this phenomenon by the monetary theory and the 
Keynesians. 

Older monetary theory will be inclined to attribute an infla¬ 
tionary character to this creation of money. The state’s creditors 
have suddenly acquired money. They will want to spend this. 
Perhaps they will try to buy existing securities with it, but in that 
case the money passes into the hands of those who sold the 
securities and who are now perhaps going to buy goods. And 
otherwise the money soon goes to entrepreneurs, who buy 
machines and factories w'ith it. 

Some Keynesians are inclined to see this differently. They do 
not deny that in this situation the government creates money, but 
they consider this, for the moment, rather unimportant. For the 
money has not been pumped into the income sphere but into the 
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capital sphere. I t has not come into the hands of workers, trades¬ 
people, and industrialists who spend it on consumer goods or 
factors of production, but into the hands of passive capitalists. 
If these are bears, the money will stay where it is. If they are bulls 
they will spend it, but only on other securities. For why should 
somebody whose bonds have been redeemed suddenly go out and 
buy his wife a fur coat? That would be dissaving, and if he feels 
like doing so he will go right ahead and do it, and not wait until 
the government redeems its bonds. If the bulls predominate, we 
have the difficult case of nobody wanting the new money; there 
is no demand for it. Therefore, we might reason, the interest rate 
will drop and it will keep on dropping until the capitalists are 
prepared to retain the money with which the Chancellor of the 
Exchequer has saddled the capital market. In this way the capital 
sphere becomes a kind of mousetrap, which the money enters but 
does not leave. The usual way of describing this is to say that to 
the orthodox Keynesian the demand for money is elastic. 

Now that we have put the matter in this way it has at once 
become clear where the weakness of this extreme theory lies. It 
can eliminate the effect of money only by assuming that the 
capital sphere is a money trap and that financial considerations 
do not enter into spending decisions. Expenditure depends, in this 
extreme ‘moneyless’ view, on income; not at all on the stock of 
money. But in actual fact liquidity certainly exerts something of 
an effect on consumption and investment decisions. Neither the 
tendency to invest nor the propensity to consume is entirely 
independent of the presence of liquid resources in the capital 
sphere. The bankers and the Stock Exchange certainly can in¬ 
fluence investments, though not to the extent that the older 
money theoreticians believe. 

And in fact this influence of the money factor does come to the 
fore in the General Theory, namely via the rate of interest. 
Classical theory regarded the rate of interest as determined by the 
interaction of S and I ; this was impossible in Keynes’s theory, for 
S is made equal to / by Y. In Keynes’s view the rate of interest is 
determined by the quantity of money and liquidity preference. If 
the quantity of money increases, the rate of interest drops because 
the capitalists must be compelled to retain that extra money, and 
they will only be prepared to do so at a lower interest rate. But, 
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in the system of the General Theory, investments are stimulated 
by the drop in the rate of interest. And so an increase in the supply 
of money does have an effect, though an indirect one, on the 
circulation. 

At a later stage doubts began to be cast on the effect of interest 
on investments. We saw ~ in Chapter IV - that investments are 
determined above all by total expenditure. If the rate of interest 
is given only a small regression coefficient in the investment equa¬ 
tion, the bond is severed which links the capital sphere to the income 
sphere. This is precisely the line taken by some Neo-Keynesian 
economists. In this way the moneyless model comes about. 

One of the reasons why this model is not satisfactory is because 
7, whilst it does lead to 5, does not do so immediately - the pro¬ 
cess takes time. In that interval something has to be done about 
a tense financing situation. This something is the creation of 
credit. If the expansion of the nation’s plant continues, / keeps 
its lead on S all the time. In that case the creation of money is a 
phenomenon attendant on balanced economic growth. To put it 
another way, growth may stagnate if the supply of money does 
not run smoothly. 

For all these reasons the money factor has to be introduced. 
Come to that, we have already encountered this point. When we 
had built a model along the simp]e.st lines of the Keynesian theory 
in Chapter i v, we saw' that in practice this model proved too 
meagre. Mistakes were made with it; in particular a post-war 
depression was predicted in the United States which did not 
eventuate. We saw that this came about because consumption 
had been regarded as a function of income only. But the propen¬ 
sity to consume proved suddenly to increase, especially in 1946 
and 1947. The cause: the households were in possession of money. 
It proved that people’s liquidity affected their propensity to 
consume. Now this element is not properly incorporated in the 
simple model. It is up to Neo-Keynesianism to apply a correction 
on this point. We can also put it this way: the model must be 
made more realistic. 


4 * A SYNTHESIS 

I have tried above to give a survey of old and modern points of 
view on the place of money in the circulation. Both have been 
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formulated in a rather extreme way to show the difference. The 
old point of view - old in the sense that it predominated in the 
period between the wars - is that money dominates economic life. 
The makers of the money, i.e. the money-creating government and 
the bankers, derive their power from it. They bring about infla¬ 
tion and deflation. The opposite viewpoint is that the quantity 
of money and the creation of money are not over-important to 
the circulation. Of course, there has to be money, but it comes 
along all right. It comes along if the entrepreneurs, the ‘managers 
of government expenditure’, the exporters, and the consumers 
need it for their expenditure. It is not money that is important, 
but income. If the quantity of money is greater than really 
matches the national income, bears will be found who hang on 
to that money. In this way they neutralize the creation of money. 
And if at a given moment there is not enough money to make all 
payments required in a certain state of the national income, an 
appeal is made to the banks to provide the extra liquidities. 
Otherwise bears will just have to be transformed into bulls; a 
peculiar biological operation, which is performed with the aid of 
the rate of interest. 

1 shall now try to assume a point of view between these two 
extremes. It seems to me unpractical to return to the monetary 
theoreticians who are related to classical theory. They are too 
inclined to stress the wrong things, even if the logic of their 
reasoning holds good. Moreover, if an attempt at theoretical 
development, taking their theory as a basis, were made, there 
would be the danger that the fundamentals of Keynesianism 
would be lost sight of. Anybody who really wants to improve the 
theory must in my opinion build on Keynes, and not on his 
opponents. I am stating this right at the start to make it clear 
whose side I am on. The moneyless Keynesian model can be 
amended. This must not be done by introducing a new concept of 
hoarding; it is my firm conviction that it should take place on a 
basis of the logical structure of the Keynesian theory as explained 
in Chapters IV to VI. The factors determining the national income 
continue to be capital outlay, the propensity to consume, exports, 
government expenditure, the propensity to import, taxation, and 
labour productivity. Acting together, they determine how much 
is earned, how big production will be, and how large cmploy- 


150 



OLD AND NEW IN THE THEORY OF MONEY 

ment wiJl be. What we have to do now is to introduce the money 
factor into this interaction. 

Put in this way, the matter is simple. For we have only to check 
what the theoretical connexion is between the presence of a 
stock of money on the one hand and the decisions on expendi¬ 
ture on the other, and then try to cast these relations in such a 
form that they can be included in ‘the model’. 

The expenditure which we have in mind is consumption 
expenditure, investments, exports, and government expenditure. 
As regards the first category, it is clear that the volume of con¬ 
sumption can under certain circumstances be influenced by un¬ 
usually large cash holdings by households. True, this case is not 
normal; a recipient of income who is not a buyer of securities will 
usually have little reason to maintain a large cash holding. He 
gets his money on the last day of the week or the month, and then 
gradually spends it. But sometimes the situation is different. In 
times of an abundance of money and a shortage of goods quite a 
considerable supply of money can occasionally accumulate in the 
possession of the ordinary recipients of income. Perhaps this 
goes so far that the recipient of income almost looks like a bear. 
But this animal quality is only temporary. One fine day he will 
want to spend his money. Consequently, an over-liquidity of the 
joint recipients of income is a factor which tends towards a tem¬ 
porary future increase of the propensity to consume. A lot of 
money in the hands of the consumer does not in itself mean 
inflation; but it does mean a possibility of inflation for the future. 
Since the lot of money is usually the product of a more or less 
inflationary situation - for instance after a war - this potential 
inflation often comes on top of an actual one. 

Something similar can happen with capital expenditure. Here 
too the presence of liquid assets among the entrepreneurs or those 
from whom they borrow money may lead to increased spending. 
We have seen that the classical view that the size of /is determined 
by the funds available for flnancing purposes is one-sided; but it 
is not entirely devoid of reality. The financing question certainly 
plays a part, and for some firms (small shopkeepers, for instance) 
a very considerable one. A high liquidity facilitates investments. 
A low liquidity position, especially of banking, may have an 
adverse effect on the volume of investments. In that case 
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there is no money to form a temporary bridge between /and s. 

As regards exports, here too a lack of available credit may 
exert a restraining influence. In the case of larger transactions* the 
exporter often has to finance in advance. Not only must he first 
make his product before he can supply it; he often has to wan 
for payment afterwards. In large non-recurrent orders for capital 
goods it is nearly always required of the exporter that he give-: 
credit to bis customer. He must therefore cover a temporary 
Gnancial requirement, for which liquidities are needed. 

For the government the situation is somewhat different. If 
necessary it can create the money that it cannot borrow. Whilst a 
permanent financing deficit is hardly conceivable in private ex¬ 
penditure, the government can permit itself greater latitude in 
this field. It has in reserve the central bank to cover the deficiency 
between expenditure on the one hand and taxes and long-term 
loans on the other. But sometimes the central bank is unwilling. 

In many countries it is formally or factually independent of the 
government, a position which it may use to lend force to demands 
for careful financing. Often this warning voice does not help very 
much, at least as far as the central government is concerned. But 
in most countries authorities on a lower plane - cities and coun¬ 
ties - can run dry. An amazing example is the near-bankruptcy 
of the City of New York in the seventies. And so, in extreme 
situations, there is a certain tendency for liquid resources to in¬ 
fluence government expenditure, too.* 

These simple relations can now be introduced into the Keynes¬ 
ian model without the latter’s e.ssence being changed. All we 
have to do is not only to make consumption, investment, exports, 
and government expenditure dependent on the factors mentioned 
in earlier chapters, but also to recognize a certain influence of the 

* There is a curious analogy with international currency such as gold, 
dollars, and sterling, which may become scarce for certain countries. Now 
that gold production is falling short of the needs of international payments, 
some economists predict a liquidity crisis on a world-wide scale. It is clear 
that such a crisis can always be prevented if an international authority (for 
instance the International Monetary Fund) could create bank money that 
was acceptable to all countries, or at least to all central banks. The idea of 
such a super-central bank has been defended by R. Triflfin {Gold and the 
Dollar Crisis, 1960). But as long as this kind of authority does not exist, the 
problem of international liquidity will remain with us. 
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quantity of money. Not a predominant influence; a certain 
influence. The econometrists will tell us the exact extent of this 
influence amid the other determinants. 

Now I realize that the econometrists are being burdened with 
a difficult piece of work by this attempt at a synthesis between the 
Keynesian and the monetary theory. It is not so difficult to 
prescribe that the regression equations of consumption and in¬ 
vestment (and perhaps of exports and government expenditure) 
must contain a variable which represents the liquidity of the 
buyers of securities, the banks, and the recipients of income; 
however, it is no easy task to put this idea into practice right away. 
Firstly, it is not easy to find a suitable variable to represent 
liquidity. For we are concerned not only with the quantity of 
money (which can be measured), but also with the demand for 
money by the investors. If this demand is a large one, money is 
retained without this leading to additional expenditure. Also, the 
bears’ liquidity preference is a fairly capricious factor; first an 
investor decides to be a bear, then he wants to be a bull or a 
sheep. It is extremely difficult to crystallize this disposition in a 
quantitative relation. And, finally, liquidity is not a factor that 
is always in operation; between certain limits it has little or no 
effect on expenditure. 

Consequently, it is perhaps best not to include the quantity of 
money itself as a variable in the / and the C function, but only 
to consider excess liquidity and too little liquidity. The basic idea 
here is that there is such a thing as a normal liquidity ratio (rela¬ 
tion between liquidity and national income) and that departures 
from this influence expenditure. 

In this way a greater effect of the quantity of money on expen¬ 
diture might perhaps be found than if the quantity of money were 
included directly as an explanatory variable. The latter has been 
done by Klein and Goldberger and by Zellner; they have found 
only modest values for the influence of money.* This ties in with 
the above argument, but perhaps it does not do justice to tem¬ 
porary, unusual situations. 

We are concerned here with one of the many unsolved problems 

• L. R. Klein and A. S. Goldberger, An Econometric Model of the U.S., 
Amsterdam, 1955. A. Zellner, ‘The Short-Run Consumption Function’, 
EconometricOy 1957. 
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of Keynesian theory. Certainly the situation in the capital sphere 
must make its effect felt to some extent in the Keynesian model 
if we are to have a realistic theory. If this does not prove success¬ 
ful, we shall have to fall back on pre-Keynesian monetary ideas, 
which would be a retrograde step in the history of economics. 

5 • MONETARY POLICY: ESSENTIAL OR 
NON-ESSENTIAL? 

The expression ‘monetary policy’ is used by economists in a broad 
and in a narrow sense. In the broad sense they mean by it all the 
influence which the government exerts on the flow of money. In 
that case the government’s expenditure policy and its tax policy 
are the principal instruments; Functional Finance, i.e. the mani¬ 
pulation of the budget, interpreted in that way, is a form of 
monetary policy. However, a narrower definition is more practical. 
Monetary policy would then mean the policy of the government 
and the central bank with regard to the creation of money. That 
is thus the issue of banknotes by the central bank and of circula¬ 
ting money by the state, but it is also government policy with 
regard to the money-creating banks. Monetary policy in this 
narrow sense stands side by side with the manipulation of the 
budget. Monetary policy and budgetary policy supplement one 
another. As to their mutual importance, there is a certain differ¬ 
ence of opinion connected with the background of monetary 
theory described above. Some consider monetary policy a domi¬ 
nant part of financial and economic policy; this is to my taste a 
somewhat old-fashioned idea, and it often happens that those who 
follow it are adherents of ‘old’ money theories. Others - the 
Keynesians ~ consider monetary policy less important; they 
prefer to rely on budgetary policy for the maintenance of a 
balanced circulation. To grasp this difference of opinion it is 
necessary for us first to check what form monetary policy may 
assume. 

It comprises various elements. The most obvious one concerns 
the creation of money by the state. However, it is only in excep¬ 
tional cases that new coins and currency notes are made in large 
quantities; it is not normal for the government to try to cover its 
financing requirements in this way. The quantity is rather attuned 
to the needs of the community for cash. 
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The situation with the creation of government bills is different. 
The latter can quite definitely expand and contract accordingly as 
the state has to finance expenditure for which no tax revenue or 
long-term loans are available. In that case the state can borrow 
the money from the central bank and the latter creates the bills 
if required. 

But, even without the slate having expenditure to incur, the 
Chancellor of the Exchequer can influence the quantity of money 
in circulation, namely by influencing the national debt. He can 
borrow money from the public, not because he needs it, but 
because he wants to drain an excess of liquidity from the capital 
sphere. (This was practised in the Netherlands around 1960.) The 
government can also change the form in which the national debt 
is kept. There are four forms possible: long-term debt (bonds), 
short-term debt (bills) placed with private persons, short-term 
debt placed with banks, and debt with the central bank. The last 
two have the creation of money as the counter-entry; by reducing 
or augmenting the amount of this debt the government can cause 
the quantity of money to increase or decrease. Even without 
something changing in government expenditure or in tax revenue 
the Chancellor of the Exchequer, by converting one form of debt 
into another, can influence the quantity of money. This part of 
monetary policy is called ‘Debt Management’. One of its variants 
is the open market policy; the Treasury buys or sells government 
bonds or bills, and thus increases or decreases the quantity of 
money. In this way the capital sphere - for it is in this sphere that 
these operations lake place - can be saturated with money or be 
partially drained of money. In the Depression the monetary 
authorities hoped that they could revive the economic situation 
by saturation with money - an often vain hope. By applying the 
open market policy one merely removes obstacles from the path 
of financing capital expenditure, but if nobody expects a profit 
from these investments, this does not help. Perhaps the rate of 
interest will fall, but we have seen that this is not a vital factor in 
the buying of capital goods. The change in the composition of the 
national debt is therefore a powerful means of changing the supply 
of money, but not necessarily of changing expenditure. The open 
market policy is more effective if there is an excess of liquidity. 
In that case it can make a valuable contribution towards the 
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Stability of a national economy because - as wc have ah- • 
seen ~ an over-supply of money does not l<iavc expenditure a^ion 
in the long run. 

There are still more methods of chunging the stock of money. 
These consist in influencing the creation of money by the banks. 
The government (and the central bank) can try in four ways to 
check or to encourage the creation of credit (that is to say the 
creation of money) by the private banks. 

The first way is that of the supply of cash. Bankers need cover 
for the credit they grant, and this cover consists in the coins, 
currency notes, and banknotes issued by the Treasury and the 
central bank. By keeping down the quantity of this kind of money, 
the banks are ultimately hindered in their creation of bank depo¬ 
sits. The open market operations can therefore be used for this 
purpose. 

The second way is to lay down reserve requirements. This is 
usually done by the central bank. It tells the banks that they can 
give as much credit as they like, and to whom they like, but they 
must take care that at least x per cent of this credit is covered by 
cash. By manipulating this percentage, the central bank influences 
the possibility which the banks have of creating money. This is 
especially practised in the United States, where the Federal 
Reserve System (the central banks) possesses considerable powers 
in this respect. Something similar is done in the Netherlands by 
the Netherlands Bank. 

Then there is a third method. The central bank does not pre¬ 
scribe a minimum reserve ratio, but concerns itself with the 
nature of the credits. It says to the banks that they may grant no 
credits, or only a limited number, on deposit of securities as 
collateral - for it suspects that this money will be used for specu¬ 
lation on the stock exchange (buying ‘on margin’), and it is 
anxious to prevent this. Or the banks have to give priority in their 
credit policy to certain industries, and restrain the others. (This 
is a modern French practice.) Such methods are called qualitative 
credit control, as opposed to the quantitative described above. 

And finally we have the fourth method which the central bank 
uses to try and harness the private banks to monetary policy: 
Bank Rate policy. This is the oldest method. It is again based on 
the fact that the money-creating banks need cover and that the 
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latter consists in banknotes or, in particular, credits from the 
central bank. If a bank’s liquidity becomes too low, and the 
bank consequently threatens to lose the freedom of manoeuvre in 
its credit policy, it borrows from the central bank - or, in the 
U.K., from the discount market, which in turn borrows from the 
Bank. The latter asks for interest in return; this is the Bank Rate 
or Discount Rate. By raising this the central bank tries to frighten 
off its clients - the discount houses and the private banks. It will 
do this if the creation of money goes too far. The banks then get 
expensive credit from the central bank, and will also increase their 
own rates of interest. It is then hoped that this will restrain the 
businessman’s demand for credit, and so have a moderating 
effect on the supply of motney. 

Thus monetary policy possesses a series of devices which in the 
course of time have been developed into a delicate policy. Much 
might be said about the technique of this, but we are more con¬ 
cerned with the question whether these instruments, with all their 
aspects, are particularly effective in controlling the level of activity. 
It goes without saying that those who use it (and they often think 
in monetary terms!) may have a favourable opinion of the effect¬ 
iveness of monetary policy; they are strengthened in this opinion 
by the ‘old’ money theory, which was disputed above. 

In fact monetary policy is not so powerful that it can be used 
to dominate the pace of an economy. There are two reasons for 
this relative impotence. The first is that some of the devices 
operate on capital values rather than on earnings. This applies in 
particular to Debt Management. The second reason is that 
interest does not play as large a part in decisions on investment 
as was once believed; anyone who is going to build a factory 
finds sales a much more important factor than the rate of interest. 
This makes the Bank Rate policy less effective than was formerly 
thought. Its influence is not dominant either in restraining or in 
encouraging.* This relative impotence of monetary policy is not 

* In the nineteenth century the Bank Rate had a colossal effect on the 
international movement of capital. When the Bank of England raised its 
Bank Rate, short-term money wishing to profit from the advantageous 
interest flowed in from all over the world. This affected the balance of 
payments on capital account. This relation is quite different from the one 
we have in mind. It still plays a part in international payments. 
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assessed by everybody in the same way. Some expect more from 
monetary policy than others. I am not going to discuss evei^ 
shade of opinion here, but I shall restrict myself to stat/ng rny 
own opinion in brief. It amounts to the following. 

In a depression a generous monetiiry policy and a low Bank 
Rate can do something to facilitate revival, but not very much. It 
is wore important that the impetus to activity is set in motion by 
impulses in the income sphere and thus on spending. Budgetary 
policy is then much more effective than monetary policy. It is 
even rather dangerous in a recession to lay too much stress on 
increasing the supply of money. For then the capital sphere is 
saturated with money, which might lead to difficulties later: if 
the economic situation is put back on its feet the prevention of an 
inflationary disturbance which may follow can be hindered by the 
presence of extensive liquidity. Consumption and investment can 
then blossom forth without it being possible to use budgetary 
policy against them. To put it in another way, too generous a 
monetary policy in the event of deflation unbalances the economic 
system. Consequently a government, when practising its budge¬ 
tary policy, should not be careless regarding the supply of money. 

Monetary policy is more effective in curbing an inflationary 
disturbance than in a depression. Checking is easier than en¬ 
couraging, The piling up of excess liquidity should surely be pre¬ 
vented, especially by Debt Management. But it is difficult to go 
much further. It should be remembered that a high Bank Rate 
is easily eclipsed by the expectation of high profits. This may not 
hold good for all entrepreneurs - there are, for instance, traders 
who need large credits for keeping stocks. It was these traders that 
the old monetary theory had particularly in mind. But more 
important are the investing entrepreneurs. Someone who has a 
new factory built needs bank credit, but not to the extent some¬ 
times supposed. The bulk of funds for financing purposes comes 
from a firm’s savings - 80 to 90 per cent of the gross investments. 
The interest forms only a small part of the total cost sum forming 
the basis of the investment, particularly when we bear in mind 
the uncertainties of sales facing the businessman. 

Quantitative and qualitative credit controls arc perhaps more 
vigorous means of combating inflationary developments than an 
increase of the Bank Rate. But they work very crudely. Some 
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entrepreneurs will meet with a rebuff from the bank. Others, who 
still have reserves, will quietly continue investing. In this way 
local bottlenecks may occur in economic life for which most 
central banks hesitate to assume responsibility. If the monetary 
situation becomes extremely tense, the central bank is often 
unable to restrict the supply of money too greatly, since then 
great interests are harmed and the danger of a financial crisis 
becomes imminent. This limits its restraining influence. In my 
opinion monetary policy is a supplement to budgetary policy that 
is not to be despised, but the latter is far and away the more im¬ 
portant instrument for controlling the economic situation. 

The supporters of the dominant monetary policy do not believe 
in this relation of the instruments. They see too many objections 
to manipulation of the budget. We shall return to this when we 
speak of Keynesianism in practice. We shall then see how some 
pessimists believe that Functional Finance can never be realized, 
so that monetary policy is the only hope. This view seems to me 
defeatist and therefore not without danger. 1 shall try to refute it 
in Chapter XU. 
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The Value of Money 

1 • THE VALUE OF MONEY AND THE 
PRICE LEVEL 

As the reader knows, we are engaged on building a ‘model*; that 
is to say, we are trying to form a picture of the relations governing 
the economic process. We have inter-related a number of factors: 
consumption, investments, foreign trade, government expendi¬ 
ture, and taxes, together with the influence of money; but we have 
not yet spoken of the value (purchasing power) of money. 
Nevertheless, this variable also plays a considerable part in 
economic events, and we must now have a look at it. 

The value of money can best be understood by remembering 
that it is measured by what one can buy for a given quantity of 
money. If the collection of goods that you can buy for one 
hundred dollars is a large one, money has a high value, and vice 
versa. Consequently, the purchasing power of money is determined 
by prices, and we must find out what factors govern the average 
price level. This part of economic theory is sometimes called the 
macro-price theory (as opposed to the micro-price theory, which 
examines the prices of single goods). 

For a long time, people have pondered on the purchasing power 
of money. When money stiU consisted mainly of gold and silver 
coins, it was obvious that the value of these metals at the same 
time represented the value of money. Even when banknotes came 
into use, and in particular in the nineteenth century, this ‘metal- 
listic’ theory was adhered to; it was then believed that all money 
was ultimately convertible into the precious metals, which indeed 
tallied with the facts under the Gold Standard. But other points 
of view besides the metallistic theories came to the fore at the end 
of the nineteenth century. The German G. Knapp believed that 
the value of money was fixed by the government. This is true to 
the extent that government determines the relation between the 
value of the coins and of the banknotes, but this does not fix 
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the purchasing power of the money or, to put it differently, the 
price level. 

More helpful is a much older view - which can already be 
found in sixteenth-century writers such as J. Bodin and B. 
Davanzati - associating the value of money with the quantity of 
money. This view still lives on in public opinion, and with reason 
too. The more money there is, the less it is worth. Stuff* the econo¬ 
mic system full of it, and prices will rise. That is where the word 
‘inflation’ comes from; it means blowing up (the quantity of 
money) and in popular speech is almost synonymous with a rise 
in prices. The reader knows from the preceding chapters that 
matters are a little more complicated than that. We have defined 
inflation as too high expenditure (C + / -f G + X)\ and 
prices did not enter into this expression any more than the 
quantity of money did at first. The stock of money was not intro¬ 
duced into the model until later (namely in the previous chapter), 
but this was not done in the simple manner of the theory that 
puts an increase in the supply of money on a par with inflation. 

We shall go further into the relation between the quantity of 
money and the value of money in section 3 below. The reasoning 
that establishes this connexion is called the quantity theory, and 
it occupies a prominent place in macro-economics, although the 
number of its opponents is growing. But before we come to this 
it should be stated here that the word ‘inflation’, which is so 
often used, apparently has at least two different meanings. To 
some, inflation means a rise in prices. We shall not use the word 
in this sense. For a rise in prices is a rise in prices. The expression 
is clear enough; why must we use another term that may be 
misunderstood ? I know that some do not use the term inflation 
unless prices do not just rise a little, but soar up; but in that case 
I speak of a sharp rise in prices, or of a very sharp rise in prices, 
and 1 do not need the word inflation to describe that either. If the 
reader still desires to identify Inflation with a rise in prices, I 
advise the expression price inflation. Then there is no risk of 
confusion with that other concept of inflation which we have 
used before: expenditure inflation, in which the total demand for 
products (on account of consumption, investment, government 
expenditure, and foreign trade together) is greater than the 
nation’s plant and the available manpower can keep up with. 
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Price inflation and expenditure inflation are not the same. It is 
true that one can lead to the other, and how that comes about 
remains to be seen. We must also take care not to mix up a third 
concept with the previous two: the increase in the quantity of 
money. For this, too, we really do not need a separate word; 
it is clear enough what ‘an increase in the stock of money’ means. 

As mentioned above, the theory that establishes a connexion 
between an increase in the stock of money and the value of 
money is called the quantity theory. Many regard it as the most 
modern money value theory. 1 do not. There are two other theo¬ 
ries, both modern as well, and in a certain sense more practical. 
These are the encounter theory - I am using this term for want 
of a better - and the cost theory. These are explained below in 
separate sections. 

These preliminary reflections relate to the question of what 
determines the value of money or, to put it another way, what 
determines the average price level. A further question arises: what 
does the price level mean to the community ? 

A surprising answer is sometimes given. The nineteenth-century 
classicists (for instance John Stuart Mill) occasionally said that 
the value of money did not matter. The general price level was 
held to be irrelevant. And in fact there is a possible train of 
thought which leads to this conclusion. If all prices become twice 
as high; if all incomes rise correspondingly; if everybody then 
has exactly twice as much money as he had before; and in particu¬ 
lar if everybody had paid his debts and therefore had also col¬ 
lected all his debts; in that case a change in the value of money 
would be an unimportant phenomenon. But in reality things are 
rather different. If prices rise, they rise unevenly, and other 
quantities are not immediately adjusted. Often wages lag behind, 
and some incomes (annuities, pensions) adjust hardly if at all. 
When prices are higher most debts are easier to bear, and anyone 
who has a claim on another, or a large stock of cash, suffers a 
loss. The government, which always has a large debt with its 
subjects, sees its position improve if prices rise; it also automati¬ 
cally levies more tax, since the latter is computed on money 
incomes and money expenditure (and, furthermore, in part on a 
progressive scale). A rise in the level of prices therefore entails a 
series of shifts of wealth. Furthermore, with fixed exchange rates, 

162 



If THE VALUE OF MONEY 

I' it weakens the competitive position of a country in respect of 
f foreign suppliers of goods, so that exports may as a result stagnate 
V or even drop. 

The reader will be aware that these effects of the drop in the 
I value of money are usually regarded unfavourably. They bring 
: social and economic difficulties in their train. Consequently, a 
stable value of money seems highly attractive. It is still possible 
to theorize about whether a slight rise in prices might not perhaps 
be useful (for instance to give production something of a fillip if 
profits were previously too low to keep the production process 
going), and sometimes a certain drop in prices may also be useful, 
namely if prices have risen too sharply beforehand. Furthermore, 
it may be advocated that rising productivity, i.e. a gradually 
falling real cost level, be expressed in lower prices. In all these 
cases a great deal depends on the situation as it is at any given 
moment. But as a general rule it does not seem foolish to hope 
for a stable value of money. And unduly abrupt rises and falls 
in prices must definitely be avoided. This often leads to a certain 
government policy which will be discussed at greater length in 
the last section of this chapter. But first we are going to have a 
look at the various theories on the value of money. 

2-THE QUANTITY THEORY 

The basic idea of the quantity theory is that the value of money is 
determined by the quantity of money. The more money there is 
in circulation, the more prices will rise. In some older variants 
of this theory the two quantities were even assumed to be pro¬ 
portional ; the price level rises and falls in proportion to changes 
in the quantity of money. However, this ‘naive’ quantity theory 
obviously does not give a proper picture of reality. For if the 
national economy grows, and trade becomes more intensive, 
more money is needed. This additional money does not lead to 
higher prices. It may also be that wealth-owners wish to keep 
more money in cash than before; in that case, too, the quantity 
of money may increase without anything happening to the prices. 

To escape these difficulties a new variant of the quantity theory 
has been brought to the fore, which is connected in particular 
with the name of the American Irving Fisher (1867-1947). This 
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proceeds from the idea that it is not so much the stock of money 
itseJf that determines the value of money as the flow of money. 
Money moves. This is expressed by multiplying the quantity of 
money by the velocity of its circulation. The product of the two 
factors is the total sum of expenditure during a given period. In 
this connexion the quantity of money is called M - elsewhere we 
have used this letter for imports, but this does not really matter; 
only in this chapter does A/ mean money - and the velocity of 
circulation K The product of M and K is called the effective 
quantity of money. A/K has become a much-used shorthand 
expression for total demand. It belongs to the vocabulary of the 
monetary school. (A Keynesian would prefer the shorthand 
expression C -f /. However, these two quantities, MV and C -f /, 
are not equal. C 4- / refers to the final sales of consumer and 
capital goods; MV also embraces all intermediate transactions 
and is many times greater than C -f /.) 

Fisher confronts this MV with the total flow of the things that 
are bought for money. He calls the volume of trade T. These 
turnovers have to be multiplied by the price level P, The product 
PT is the flow of turnovers in a given period, expressed in money. 

It will be clear that this PT must be equal to MV, since the total 
flow of money on the market is equal to the total flow of goods. 
In this way Fisher arrives at the ‘equation of exchange* FT — MV, 

MV 

from which P can be solved; P = Prices rise accordingly as 

the quantity of money and the velocity of circulation of the money 
increase; prices drop accordingly as the volume of trade rises at a 
given money flow. This is the modern version of the quantity 
theory that is to be found in all the textbooks on economics. 

MV 

The correctness of this equation P — is to the best of my 

knowledge disputed by nobody. MV must be equal to PT\ the 
flows of money and goods keep each other in equilibrium. If the 
flow of goods increases, prices drop, at least as long as MV 
remains the same. 

It is not the accuracy of the equation of exchange that is 
attacked, but the use made of it. The equation suggests that M, 

V, T, and P are independent of each other. This suggestion is 
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misleading. For if M increases, it may be that the velocity of 
circulation V decreases; not by chance, but because the extra 
money has been injected into the capital sphere which, as we have 
seen in the previous chapter, sometimes tends to function as a 
kind of money trap. It is also quite possible that an increase in 
the quantity of money, if it takes place in the income sphere, 
evokes an increase in production and therefore in the volume of 
trade T. This can be seen in a depression; an increase of M does 
not then lead to higher prices, but to a higher total expenditure 
and greater employment. Only when these quantities begin to 
approach their ceiling do prices rise. This increase in prices may 
assume serious proportions as soon as total expenditure on goods 
and services exceeds productive capacity. The latter in itself 
suggests that the quantity theory, although based on the right 
equation, perhaps does not after all cast a clear light on the actual 
factors determining prices. For it is silent on the production ceil¬ 
ing, on the presence or absence of what we previously called a ‘Hayek 
situation’: the struggle between the consumer goods sector and 
the capital goods sector for the scarce factors of production. 

Reasoning further along these lines, we encounter a real objec¬ 
tion to Fisher’s quantity theory. It may be that the price level 
rises without the cause for this being in the supply of money or 
the velocity of circulation, or in the volume of trade. Just suppose 
that wages rise. The unions have demanded a general wage rise 
and have got it, for instance because it was thought that prospe¬ 
rity should be distributed in another way. These higher wages lead 
to higher prices. P rises, and now changes will have to occur in 
M, or Vy or T, or all three; for the equation PT ^ MV continues 
to hold good. But it does not explain the level of the prices; 
anyone who wants to know why the prices rose should not consult 
Fisher’s equation of exchange, but need only glance at wage 
policy. Here we come across a fundamental one-sidedness of 
Fisher’s theory; it is bom of the wish to derive the value of money 
from the quantity of money. Why is this necessary? The value of 
money can quite well be governed by other elements of the 
economic model. More will be said about this in the following 
sections. 

Other criticism of Fisher’s theory is also possible. I consider it 
a difficulty that the price level from the equation PT ~ MV is so 
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comprehensive. For these prices relate to everything that can be 
bought for money. If any article should be excluded, it is no 
longer true to say that the total flow of money must inevitably be 
equal to the total flow of turnovers. Viewed in this way, however, 
the turnovers comprise not only the sale of consumer goods and 
capital goods, but also the turnovers of intermediate products 
and even of factors of production. Every wage payment is in¬ 
cluded in the product PT\ Ttherefore also comprises employment 
and P the wage level. There is still more; the stock market is 
included in the equation. A rise in the market price of shares is 
included in the factor P, and larger turnovers in securities in¬ 
crease T.* And, worse still, the flow of payments AfF also in¬ 
cludes the payment of taxes; it is hardly possible to make a 
breakdown into a price and a volume component. Both P and T 
prove to be complicated conglomerates of highly divergent 
elements, and no splitting-oflf of limited sectors is possible. 

There is another difficulty. The velocity of circulation of money 
is rather dilflcult to grasp. If money moves more quickly, there 
may be various reasons for this. Perhaps the recipients of income 
are spending their incomes somewhat more quickly. Perhaps 
businessmen are holding smaller quantities of cash in proportion 
to their turnovers. Perhaps, too, wealth-owners have decided to 
transfer the wealth that they have kept in liquid form to the 
income sphere. Perhaps the government lets the money flowing 
into the Treasury flow out again somewhat more quickly. The 
velocity is a complex concept; it does not lend itself easily to a 
breakdown into different components. The same holds true for 
its reciprocal, the ‘cash balance*; a concept introduced in Cam¬ 
bridge by Pigou and later by D. H. Robertson. 

Yet this breakdown has been tried. The concept of cash balance 
draws attention to the human decisions which influence the 
demand for money. Since the mid fifties M. Friedman (Chicago) 
and his school have tried to analyse the factors behind this 
demand. Quantitative research points in the direction of the rise 
in prices being an important variable; it explains the behaviour of 
* Since this is extremely unsatisfactory, some economists have taken 
pains to banish stock exchange transactions from the theory. For instance, 
J. W. Angell supposed, for the sake of discussion, that securities are bought 
solely with money not used before; an expedient which strikingly illustrates 
what far-fetched means have to be used to save the quantity theory. 
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the velocity of circulation in hyperinflations. Friedman’s work 
has led to a revival of the quantity theory. However, the main 
drawback of this approach remains that money, not income, is 
the starting point of the reasoning. This seems an unnecessary 
limitation. 


3 THE ‘ENCOUNTER’ THEORY 

The conclusion from the preceding section is that the explanation 
of the value of money by the stock of money summons up too 
many difficulties to be really practical. If we want to get to know 
the factors determining the price level, we must detach ourselves 
from the - in itself - obvious idea that the explanation must 
begin with money. Moreover, we must not start looking for the 
price level at which all goods, factors of production, and securi¬ 
ties are heaped together; in some respects it is simpler to draw 
up a separate price theory for consumer goods, for capital goods, 
for the factors of production, for securities, and the like. Of 
course such a disaggregated price theory also has its disadvantages; 
theoretically it is perhaps less elegant than Fisher’s, but it stays 
closer to reality. 

It is not my intention to try out a complete theory of the 
various price levels in tl'is section. We shall concentrate our 
attention on the prices of consumer and capital goods. In the 
next chapter a separate theory concerning the price of labour 
comes to the fore; this again is of an entirely different nature. 
The prices of securities that are determined in the capital sphere 
will not be considered in this book. 

Let us first have a look at the price level of consumer goods. 
On the market an ‘encounter’ takes place between a flow of goods 
and a flow of money. The price level proceeds from this en¬ 
counter. At the moment of exchange the flow of money and the 
flow of goods are of course equal; exchange is simultaneous. 
(This is the same observation as that on which Fisher’s equation 
is based.) If, before the encounter, the flow of money is greater 
than the flow of goods, prices will rise to such an extent that 
equilibrium is restored. It follows from this that prices are the 
quotient of the flows of money and goods. 

Starting from this, we need only investigate on which factors 
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the two flows are dependent. We have already discussed the flow 
of consumption expenditure (the consumption function). The 
money that the households spend on consumer goods depend 
on their incomes and other factors. Among the latter we h ^ 
introduced the liquidity ratio, i.e. the cash holdings in the possll! 
siotv of the households, as a separate factor. However, this factor 
w\\\ cause temporary differences in the propensity to consume 
rather than form a new fundamental determinant. 

The supply of consumer goods Is of course determined by the 
decisions of the entrepreneurs. They can easily manufacture more 
products as long as the firms are not working flat out and there 
are unemployed. An increase in consumption then leads not so 
much to a rise in prices as to an expansion of production. If the 
limit of productive capacity has been temporarily reached, the 
increased demand will force up prices. Perhaps this will make it 
attractive to step up capacity; investments then increase. But, to 
be able to produce the capital goods, means of production are 
again required. If these are already all occupied, the battle begins 
between the producers of consumer goods and the capital goods 
industry for the available factors of production. In that case 
prices rise sharply. 

The price level of capital goods can be approached in similar 
fashion. It likewise depends on the encounter between two flows; 
the entrepreneurs’ expenditure on investments and the production 
of investment goods. The first flow depends on the factors deter¬ 
mining the tendency to invest. We have said something about 
these factors in section 3 of Chapter IV. We found that total 
sales, their expected increase, profits, and sometimes savings as 
well are concerned. Here too the liquidity ratio should not be 
omitted, but it probably occupies a modest place. There is a lot 
that could be said about the exact connexion between these factors 
and we shall not try to do that here; one thing that is certain, 
however, is that anyone desirous of explaining the price level of 
capital goods ends up with these factors. They are more real and 
more direct than the quantity of money and the velocity of circu¬ 
lation of money. They live in the minds of countless entrepre¬ 
neurs faced with the question of whether or not to expand their 
factories. 

The flow of money determined by the considerations of the 
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^trepreneurs and spent on new investments encounters the flow 
m capita] goods. What we said above about consumer goods 
®olds good for this too. The productive capacity of the capital 
^oods industry and, on a longer-term basis, the possibilities of 
^^^xpanding it, determine the size of the flow of goods. The price 
4)f capital goods brings the flow of money and the flow of goods 
t)n the market into equilibrium with one another. 

In this way we can explain the prices of the two kinds of goods 
- consumer goods and capital goods. I prefer this method to the 
quantity theory. Money does appear in the reasoning, but not 
in a dominant fashion. We do speak of a flow of money, but the 
extent of this expenditure is not made dependent on the com¬ 
munity’s supply of money. Expenditure depends above all on the 
incomes of the households and the (gross) income of the firms. 
The ‘encounter theory’ fits into the circulation idea (price in¬ 
creases are related to the inflationary gap) and has little connexion 
with the ‘old’ theory. It abandons the idea that the value of 
money must per se be explained by money itself. This avoids a 
number of difficulties connected with the quantity theory. 

However, one drawback remains. The ‘encounter’ theory casts 
little light on a rise in prices resulting from a rise in costs. It is 
true that this element is contained in it, since we have seen that the 
flow of goods depends on productive capacity, so that reaching 
the production ceiling leads to a rise in prices. Yet this side of the 
matter does not come clearly to the fore. This is certainly a 
drawback. It is particularly striking when one considers the 
relation between the prices of consumer goods and the prices of 
capital goods in an inflationary situation. If the consumption 
and the investment sectors begin to fight for the means of produc¬ 
tion, the prices of the factors of production rise. This may lead to 
an accentuation of the price increases which proceeds not so 
much from the encounters of flows of money and goods on the 
markets as from the increase in costs. Now this ‘cost inflation’ 
must be separately elucidated. For this we need a third price 
theory: the cost theory. 

4-THE COST THEORY 

The idea that prices may be explained by the costs of production 
was the one generally prevalent in the nineteenth century. 
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However, objections were also always made to it. Paintings are 

often expensive, without great costs having been involved in their 
making. The same goes for antique furniture. In these special 
instances the cost theory does not work, but that does not p^- 
ticularly matter for our case, since we are talking about the price 
level, and such curiosa carry little weight in that. What is more 
important is that the cost theory cannot explain the complete 
price; for the price contains not only costs but also a profit mar¬ 
gin. We shall therefore have to go more deeply into this matter. 

The price level is determined in part by the cost level. This is 
doubtless a correct proposition. But it is not exact enough. We 
can make it more accurate by remembering that it is not in the 
first place the total costs incurred by the firm that are important, 
but the costs per unit product. For this wages are important, and 
also depreciation, interest, the costs of raw materials. We must 
know what portion of wages is included in the unit cost, and 
what portion of raw material costs. It seems to me that it is easy 
to realize that these cost factors weigh less heavily according as 
the productivity of the factors of production concerned is higher. 
If wages remain the same, and the productivity of labour rises, 
the wage factor in the cost price becomes proportionately smaller. 
If wages rise just as much as the productivity of labour, the wage 
costs per unit product remain the same. This idea may also be 
applied to the other factors of production. In this way we find the 
rule that the level of unit costs is equal to the wage level divided 
by the productivity of labour plus the level of interest and depre¬ 
ciation divided by the 'productivity of capital’ plus the rent 
divided by the productivity of land. When imports play a role, 
their price and their ‘productivity’ should also be taken into 
account. This gives the factors determining the level of cost 
prices; they are the prices of the means of production and their 
respective productivities. 

As 1 said earlier, this does not give a complete impression of the 
price level; for costs are not in themselves prices. The difference 
between the two is the profit margin. We must draw up a separate 
reasoning for this. 

The profit level depends in general on two things: on the one 
hand on the degree of competition and on the other hand on the 
development of sales. If competition is fierce the profit margins 
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are usually less than in monopolistic situations. The latter is 
particularly evident when we see what happens in the case of a 
decrease in costs, for instance as a result of the rise in producti¬ 
vity. If there is lively competition between the entrepreneurs, 
lower costs will be passed on in the price. The consumer profits 
from it. If competition is overshadowed by price agreements, or 
if businessmen are scared of what they consider to be cut-throat 
price decreases, prices remain rigid; falling costs lead to a higher 
profit margin. The same can happen if the prices of raw materials 
drop; with inflexible prices this means that the gain is not passed 
on to the customer, but disappears into the pockets of the 
suppliers. 

The increase of sales is also important for profits. If the total 
demand is small, the entrepreneur must be satisfied with a small 
profit total. If sales increase, so does this total. And this hap¬ 
pens in particular if excess demand develops. An increase in 
demand which exceeds the production potential of a country may 
lead to higher profits. In this situation profits swell, not only 
through the increase in sales ('in breadth’) but probably also via 
larger profit margins (In depth’). 

The theory that accounts for the price level by costs must be 
supplemented by observations, in the spirit of the above para¬ 
graphs, concerning the profit margin. This brings us back to the 
‘encounter theory’; for the sales that influence profits are pre¬ 
cisely the flow of money that encounters the flow of goods. Cost 
theory and encounter theory supplement one another. Together 
they offer a practical approach to the problem of prices which is 
more concrete and simpler than the quantity theory. 

It is consequently not surprising that this form of reasoning is 
particularly applied by the practical man. If a businessman won¬ 
ders how the price level will behave, he studies the markets 
within his range of vision; he asks himself whether wage increases 
are in the air, and he makes an estimate of how demand will 
develop. If he thinks that demand will remain at a reasonable 
level, he assumes that wage increases and other established or 
expected increases in costs can be passed on to the consumers, 
with constant profit margins. If he expects a drop in the market, 
or increased competition, he will suspect a lower profit margin, 
and vice versa. 
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The same method, but in a somewhat more elaborate form, is 
followed by the econometrists who are building a quantitative 
model for a whole national economy. They need a ‘price equa¬ 
tion’ which can help them to explain - and forecast - prices. This 
price equation usually has roughly the form as given above. This 
therefore means in practice that the model-builders, who must 
make an assumption in their reasoning regarding the price level 
in the following year, first investigate how wages, import prices, 
and such ‘large’ cost categories will probably develop. They then 
have a look at demand; they estimate the extent to which the 
market will allow the shifting of the rise in cost to the buyers. 
They must of course take into account the degree of competition 
and government policy (to which we shall return). The govern¬ 
ment sometimes puts a stop to the passing-on of cost increases; 
this was repeatedly tried in the Netherlands also, and more 
recently in Britain. 

The fact that practicians and econometrists follow the cost 
theory - somewhat supplemented by elements of the encounter 
theory - naturally does not automatically imply that this theory 
is a first-rate one. It may very well be that other theories lead to 
a deeper insight into hidden relations. But this much is certain, 
that the cost theory and the encounter theory together form a 
sufficient aid for a simple and practical approach to the problem 
of the value of money. In my opinion their combination is to be 
preferred to the quantity theory, which, whilst well thought out 
and capable of inspiring scholarly observations, encounters a 
series of practical objections and is also too closely connected 
with the typical monetary approach. 

The cost theory has a further advantage. It reminds us that the 
prices that the consumers pay find their way in the form of returns 
to the entrepreneurs, who spend them again on the factors of 
production. Someone who forgets this may reason as follows: if 
prices rise, people can buy less, and in that case the real national 
income drops. This would be true if the money income of the 
factors of production remained the same, in spite of the rising 
prices. But that is illogical. Higher prices lead to higher incomes. 
Primarily these may be higher profits. However, they may also be 
higher wages, or higher rents. This is a matter of distribution, 
which will be discussed in the next chapter. It is therefore not 
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correct to think that ‘higher prices’ are identical with ‘lower real 
incomes’ and less prosperity. Somewhere somebody’s income 
must increase as a result of the price increase. 

Another raison d'etre of the cost theory lies in the fact that the 
price of some factors of production comes about in a special 
manner, outside the normal supply and demand mechanism. 
These prices are more or less detached from the interaction of 
spending and production, and they cannot be explained by a 
quantity theory or the encounter theory. This is the case with the 
wage level. Wages are determined by negotiation between unions 
and employers and laid down in collective labour agreements. 
Many economists therefore regard the wage level as given. The 
same applies even more strongly to the prices of imported raw 
materials. In the open countries these form a considerable portion 
of the cost price - in the Netherlands even about one third - 
and these prices have little if anythittg to do with domestic events. 
Wages and prices of raw materials are data inaccessible to any 
quantity theory. It is realistic to start from this truth. Here is one 
of the reasons why the monetary theory of the value of money, 
in contrast with the cost theory, often appears so abstract and 
so academic. 

This way of thinking teaches us that the costs of production 
can exert an independent influence - a ‘push’ ~ on prices. This 
influence, if it works in an upward direction, is sometimes called 
cost inflation. Cost inflation is then subdivided into wage infla¬ 
tion, inflation caused by import prices, etc. Profit inflation is a 
related phenomenon. We have already pointed out above that 
these concepts are really rather confusing; inflation can mean so 
many things. But if the words are nevertheless to be used, it is as 
well to keep three things separate: expenditure inflation (in Fig. 3 
the presence of an inflationary gap); price inflation, i.e. a pro¬ 
nounced rise in prices, caused by the encounter between a money 
flow and a goods flow (price inflation may therefore be the result 
of expenditure inflation; this is the ‘demand pull’ theory of rising 
prices); and cost inflation, i.e. the independent cost increases. 
All three forms of inflation are interrelated. Usually the inflation 
process begins with expenditure, as a result of which prices rise; 
if this continues so far that a marked scarcity of factors of pro¬ 
duction occurs, cost inflation begins to rear its ugly head. This 
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can in turn aggravate price inflation. This is the leapfrog' 
process of wages, prices, and expenditure, a process that can be 
properly understood by using the cost theory and the encounter 
theory together. 

The idea that higher prices and excessive spending may stimu¬ 
late each other has recently been contested. It does not fit into 
the classical theory, which sees prices as a stabilizer: a higher 
price level should mean less spending, not more. This stabilizing 
influence has been pointed out by D. Patinkin, who reasons that 
the value of people's real cash balances will go down as prices go 
up. Because of this the holders of cash will try to restore the old 
level of the real balances, which means a lower velocity of circu¬ 
lation, i.e. less spending. This stabilizing mechanism is called the 
Pigou effect. According to Patinkin it also works the other way 
round: in a depression prices go down, the real value of cash 
balances increases, people release money, the circulation expands. 
The price level acts as a stabilizing force on spending, production, 
and employment: a typical anti-Keynesian relation. 

1 do not believe this. The Pigou effect is a new and sophisticated 
addition to the old theory of money. It stresses a relation that 
may exist, but normally as a very minor factor. The impact of a 
greater liquidity preference is usually counteracted by a greater 
supply of funds by the banks, and overshadowed by the waves of 
spending generated by higher money incomes that are, in their 
turn, the result of higher prices. It is only in a liquidity crisis, 
when the banks have reached the limit of their lending capacity, 
that the Pigou effect really works. But then it acts as a destabilizer, 
not as a stabilizer. 

5 THE GOVERNMENT’S PRICE POLICY 

As the reader will be aware, the governments of the various 
countries of Western Europe and the United States now and 
again try to influence prices. They do so above all in the case of 
an inflationary gap, which might lead to the leapfrog process out¬ 
lined above: cumulative price and cost inflation. This is a harmful 
process; it favours the debtor, forces people with fixed incomes to 
join the ranks of the underprivileged, harms a country’s competi¬ 
tive position on foreign markets and undermines confidence in 
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money. Needless to say, the government counters this by aiming 
at price stabilization. 

Price policy follows two lines of approach. The first is that of 
the government subsidy to the entrepreneur or to the consumer. 
This can be an excellent method if the aim is to keep a certain 
good cheap so that everyone, irrespective of his income, can buy 
it. However, this has nothing to do with combating inflation. On 
the contrary, the subsidy increases the real value of purchasing 
power, stirs up the circulation, and encourages overspending. A 
government that tries to combat rising prices with steadily in¬ 
creasing subsidies is heading inevitably for an inflationary gap. 

The second method of price stabilization is to influence the 
decisions of the entrepreneurs who fix their prices. This influence 
may assume the severe form of a price freeze - in which every 
price increase is forbidden - or the less strict form regulating the 
costing procedure to be followed or forbidding entrepreneurs to 
pass on certain cost increases. In a weaker form the government 
can try to persuade entrepreneurs not to increase their prices. 
Sometimes this ‘psychological’ line of behaviour is supplemented 
and backed up by the possibility of special price regulations in 
strategic sectors as a silent threat. Also attempts are often made 
to promote competition, to counter monopolies and price-fixing 
agreements, and thus to increase price flexibility. This policy of 
encouraging competition is therefore indirectly aimed at price 
determination. The exact form chosen - the severe, the psycholo¬ 
gical, or the indirect - differs from country to country and some¬ 
times from industry to industry. 

The potentialities of such a policy are regarded differently, 
depending on the macro-price theory to which one adheres. A 
proponent of the quantity theory will be easily inclined to under¬ 
rate the success of such attempts. For to his way of thinking the 
price level is determined by the quantity of money (which in 
turn is determined by the creation of money by the banks) and 
the velocity of circulation of money. Viewed in this way, rising 
prices are a symptom of a fundamental disequilibrium. Keeping 
prices down is ‘artificial’; it does not help, for the money will find 
a way out. The government can save itself the trouble. 

The cost theory, combined with the encounter theory, views 
this differently. Prices are determined by the level of money 
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costs and by the profit margin. If expenditure rises, prices threaten 
to rise more strongly than costsi the profit margin increases, if 
this happens the entrepreneurs acQuire an extra possibility of 
profit. The additional profits will be passed on in the form of 
larger incomes. Higher profits invite wage claims, and so a cost 
inflation may develop. But costs are at the same time incomes. If 
the incomes of enterprises and households increase, investments 
and consumption will rise. A price increase - i.e. an increase in 
the money flow - can exert a stimulus in the interaction of prices, 
costs, and expenditure. This process is not necessarily checked 
by higher prices; it may even be incited by them. And then there 
is some point in price policy; it pours oil on troubled waters. 

Of course the importance of such a price policy should not be 
exaggerated. There is no question of driving out an inflationary 
process starting with excess demand by keeping prices stable. 
An inflationary gap forms a basic factor which must be com¬ 
bated by a government policy, for instance in the form of 
Functional Finance. Price and wage policy fails to bring about 
this fundamental adjustment. But it is true that a policy which is 
directed towards balanced expenditure can be aided by a stabili¬ 
zation of prices. And furthermore a government that wishes to 
combat inflation by means of budgetary and monetary policies 
can suffer a severe setback from rising prices and wage claims. 
Price increases can cut across the balancing efforts. Price stabiliza¬ 
tion is then the prerequisite of a more fundamentally directed 
policy. 

This important matter (important because it recurs regularly 
in practical politics) can also be illustrated from another angle. 
The quantity theory, and more generally older monetary theory, 
is too inclined to regard prices as more or less mechanically 
determined quantities. The price level is, as it were, fixed by the 
economic laws of the market. It goes its own way, and no govern¬ 
ment can do anything about it. However, this view overlooks the 
fact that prices are often not so much ‘formed’ by the market as 
‘made’ by men, in this case entrepreneurs. They are ‘administered’ 
by big firms. Of course, in their price policy, the suppliers cannot 
detach themselves from the market. Sales possibilities set limits 
to what they can ask for their product. But these sales possibili¬ 
ties do not form fixed data. In turn they are connected with the 
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price level; for if prices are high and the incomes which are paid 
to the factors of production from these prices flow on briskly to 
the households, sales will not need to suffer any adverse effects 
from a price increase. From the point of view of the equation of 
exchange we may say that the quantity of money or the velocity 
of circulation will tend within certain limits to adjust to the inter¬ 
play of wages and prices. The influence goes not only in the 
direction of M and V to F, but also conversely. 

If this is true, and prices and wages possess a certain degree of 
independence of monetary and market data, determined as they 
are by influential entrepreneurs, why should the government not 
try to have its own say in this matter? If excess spending causes 
increased prices and increased prices provoke cost inflation, and 
cost inflation in its turn brings about increased expenditure, why 
should the government have to submit in advance to this price 
determination and have to confine its influence to the budgetary 
and monetary fields ? This is not evident a priori. Of course, it may 
prove that the government’s price policy is in certain circum¬ 
stances less opportune, less practical, less effective on account of 
its political and psychological consequences; but this does not 
affect the principle. Theoretically, price policy is a supplementary 
means of governing the economic process which should pre¬ 
ferably not be missing from the arsenal of economic policy. And 
especially not in countries that believe in private enterprise, 
because private enterprise only functions well in a balanced 
economy. 
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The Wage Level in the Model 


I WAGE PROBLEMS 

Keynes’s theory has led to new insights in various fields of econo- 
mics. We have already been able to note this with regard to the 
relation between saving and investment, with regard to the deter¬ 
mination of the national income, with regard to the balance of 
payments, and above all with regard to government finance. We 
have also seen that the theory of money and prices has developed 
in a new direction under Keynes’s influence. However, the signi¬ 
ficance of Keynesian theory for wages seems to me to be even 
more important. To be able to define this significance somewhat 
more accurately, a survey will first be given below of the various 
wage problems which confront the economist. 

The first problem, which has been attracting attention for 
centuries now, is what determines the level of wages. This is of 
course a major problem of economic and social welfare. The 
wretched condition of workers in Europe during the nineteenth 
century gave rise to numerous pessimistic views and forecasts. In 
1803 Malthus saw no other prospects for the workers than 
famine, disease, and misery, as the inevitable consequences of 
over-vigorous multiplication and of the shortage of food. His 
contemporary Ricardo, together with Adam Smith the founder 
of the classical school, did not have a much more favourable view 
of the situation. Continuous overpopulation would permanently 
keep wages down to the subsistence minimum; the wage level 
would be just sufficient to keep people from dying. A temporary 
rise above this level would soon lead to such an increase in the 
surplus population that the old level of poverty would be re¬ 
stored. In the middle of the nineteenth century Marx based his 
sombre view of the future of capitalism on a similar wage theory, 
which Lassalle called the ‘iron law of wages’. 

These gloomy views, which seemed to be confirmed by actual 
events of those days, were not without their opponents, however. 
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Adam Smith himself had offered more pleasant prospects in 1776. 
Increasing production would lead to more prosperity, probably for 
the workers as well. The Frenchman J. B. Say, known to us for 
his fundamental law of markets (‘supply creates its own demand’), 
already pointed out in Malthus’s day that wages are determined 
by the productivity of labour; the employer will be compelled 
by competition to pay the worker a wage reflecting what he has 
produced. Rising productivity leads in the long run to rising 
wages. 

However, this productivity theory could not get a firm footing 
as long as economics was not in a position to solve the problem 
of how output, proceeding from the cooperation of a number of 
factors of production (labour, capital, land, entrepreneurship), 
had been ‘created’ by each of these factors of production. As long 
as this problem had not been solved, the economic contribution 
of each separate factor of production was an oF>en question. This 
point became urgent around 1870, when a new doctrine of value 
developed in Austria and elsewhere. Economists began to realize 
that the value of everything that is produced is based in the final 
analysis on the satisfaction of the consumer’s wants. The value 
and the price of the factors of production are determined in 
turn by the value of the final product. But how is this value to 
be imputed to each of the factors of production? How is the 
value of a table to be broken down into the value of the cabinet¬ 
maker’s work and the wood ? 

The ‘imputation problem’ was solved at the end of the nine¬ 
teenth century by a number of economists, including J. B. Clark. 
They investigated what happens to the volume of production if 
one unit of labour is added to the labour already employed. The 
increase in production thus created is called the marginal product 
of labour. Now the basic idea is that with every addition of 
labour to an existing production process an increase in the quan¬ 
tity produced can be achieved, but that this accretion becomes 
increasingly smaller with successive additions of labour. The 
marginal product decreases as the quantity of labour increases, 
assuming that all the other factors of production - machines, 
land, and enterprise ~ remain the same. As long as the marginal 
product of labour is greater than the wage, it is profitable for the 
employer to hire more workers. He therefore keeps on demanding 
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extra labour until the wage and the marginal product of labour 
are equal. In the state of equilibrium, therefore, equality of wage 
and marginal product prevails. This wage level theory is called 
the marginal productivity theory. It is applied not only to work 
but to every means of production, and thus forms a starting-point 
for a general theory of the distribution of the national income. 

This marginal productivity theory has been the subject of con¬ 
siderable controversy since its discovery about seventy-five years 
ago. It has repeatedly been attacked, touched up, changed, 
reformulated. Up to the present day it has had its critics and its 
proponents. Most economists are more or less in agreement with 
the idea that wage and marginal product of labour are equal. But 
they ask themselves whether it is true that the marginal product 
determines the wage. It might also be that wages are not so much 
the result of competition between employers as of collective 
agreements between employers and unions; and in that case the 
employers adjust to this wage level the quantity of labour which 
they can profitably employ. The marginal productivity might 
then be the guide to the level of employment, since in this situa¬ 
tion it is not marginal productivity that determines wages, but 
wages that determine marginal productivity. This sequence of 
reasoning stresses the power factor, and in this case the concept 
of marginal productivity has less importance than in the view 
held by J. B. Clark, who says that productivity determines wages. 
Yet it may be said that roughly speaking a certain correspondence 
exists between wages and productivity. If productivity rises, so 
do wages. We shall return to this relation later, for it is of great 
importance to practical wage policy. However, we shall see that 
this correspondence is in fact based less on marginal productivity 
than on the power and the aims of the unions. 

We have outlined the marginal productivity theory here 
because it forms a well-known tenet in economics manuals. Many 
writers confine themselves to this side of the matter; they discuss 
marginal productivity and suggest that therewith the problems 
of wages have been solved for the greater part. That is a pity, for 
the aspects of the wage problem which are important nowadays 
no longer lie there. You have to know something about the 
marginal productivity theory to understand why it is of less 
practical importance than was formerly assumed. The really 
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pressing problems are to be found in the consequences of 
Keynesian theory. Now Keynes neither attacked the marginal 
productivity theory nor warmly defended it. He took it as given 
and directed his attention elsewhere as far as wages were con¬ 
cerned. We shall also do that. Nevertheless, it is as well to discuss 
in greater detail the question of what factors determine the level 
of wages; for, as we have seen, wages help to determine prices 
and thus the value of money. The explanation of the wage level 
brings us to the unions; they will be dealt with further in section 3 
of this chapter. 

The genuine Keynesian wage problem is a different one. It is 
not: What determines wages? It is instead: What effect will the 
level of wages have on the economic system and in particular on 
employment ? If wages are forced up, will the result be unemploy¬ 
ment, as classical theory believes? Is it true that insufficient pro¬ 
duction, unemployment, and depressions must be ascribed to too 
high a wage level? Or does the cause of these disturbances lie 
elsewhere ? As we already know, the essence of Keynesian theory 
is that disturbances are caused by a deficient or an excess demand, 
and not - or hardly - by an incorrect wage or price level. We have 
now touched upon one of the most incisive problems of modem 
economics. Let us further consider it: 

2 THE EFFECT OF WAGES ON EMPLOYMENT 

It is, in particular, with reference to the effect of the wage level on 
total employment that the Keynesian and classical theories part 
company. The difference between the two trains of thought 
perhaps comes more sharply to the fore here than in the matter 
of the influence of government expenditure and revenue on em¬ 
ployment. The older theory of the relation between wages and 
employment has been abandoned by practically every economist, 
but it still governs the more popular views. No wonder: the classi¬ 
cal theory regarding the relation between wages and employment 
is of an attractive simplicity and an apparently convincing logic. 

This apparently correct reasoning is as follows. If wages, the 
price of labour, rise, it becomes more expensive for the entre¬ 
preneur to keep workers in employment. He will have to ask more 
for his product. A more expensive product is more difficult to sell. 
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Higher wages may therefore mean lower sales; lower sales mean 
lower production and less employment. Labour, therefore, is 
subject to the same rule as all other things: the higher the price, 
the smaller the quantity sold. Unemployment is a sure sign that 
wages are too high. The depression is mainly the fault of the 
unions. Wages must be reduced; sales and employment will then 
increase again. By reducing wages sufficiently, unemployment 
can be eliminated completely. 

That there is something wrong with this reasoning is already 
apparent from the fact that the converse argument can also be 
defended. Whilst the classical school was at its heights, opposite 
views were occasionally heard. At the end of the last century J. A. 
Hobson asserted that unemployment was the result of a lack of 
purchasing power among the mass of consumers. The rich have 
purchasing power, Hobson said, but they use it insufficiently for 
the purchase of consumer goods; the poor would like to do so, 
but they do not have the money. As a result, consumption stag¬ 
nates. Sales and employment could be stimulated by a more 
uniform distribution of the national income; increase wages, and 
employment increases too. The reader, having followed Keynes’s 
theory in the preceding pages, will recognize in Hobson a fore¬ 
runner of Keynes, and the General Theory does in fact mention 
this stagnation theory in approving terms. 

The view that higher wages lead to greater purchasing power 
and thus to larger sales keeps on popping up. In the 1920s it was 
the German union leaders who brought it to the fore - the theory 
is of course a godsend to the unions. But to others as well. Henry 
Ford defended a similar argument, and definitely not on abstract 
grounds only. T give my workers higher wages than other em¬ 
ployers,' he said, ‘and that makes them feel happier and work 
better. With their greater purchasing power they buy my cars. 
This makes these cars saleable in large quantities, and they can be 
produced cheaply. Despite the high wages, the costs of production 
go down and profits go up. But the most important thing is that 
a large market is opened up. High wages promote mass consump¬ 
tion and are therefore a prerequisite of a developing national 
economy.* 

The theories of Hobson and Ford spotlight a weak side of the 
classical theory, but neither of them is itself complete. Classical 
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economics wrongly proceeded on the assumption that the 
national income and therefore the total demand for goods re¬ 
mained constant despite the change in wages. This ties in with the 
main classical idea: national income is given by productive capa¬ 
city, and by Say’s Law. Classical theory stresses the cost aspect of 
the wage, but neglects the purchasing power aspect, so that in¬ 
correct conclusions are drawn, or conclusions which hold good 
for a single industry or a single firm, but which cannot hold 
water on the macro-economic plane. On the other hand, the 
purchasing power theory is macro-economic in set-up, but, like 
classical theory, it is one-sided. In some variants it confuses wages 
with national income. National income does not necessarily have 
to rise just because wages do; it may be that profits, or interest, 
decline, so that the total purchasing power does not so much 
increase as shift from one recipient of income to the other. A very 
weak spot is the confusion of the wage level and the wage bill; if 
one goes up, the other may remain constant because of a decline 
in employment; the wage bill may even go down. And Ford’s 
view is highly coloured by the fortunes of the young automobile 
industry in Detroit. Ford was right regarding his own industry in 
those years, but it is dangerous to apply these experiences to a 
whole national economy. 

In the 1930s, when unemployment formed a burning problem, 
the two one-sided theories coexisted. The economists of the day 
insisted that wage cuts would be beneficial. Great economists such 
as L. Robbins and L. von Mises attributed unemployment to too 
high wages. Less official views claimed the opposite. It was diffi¬ 
cult to say which of these theories was more correct. 

Meanwhile some had already attempted a synthesis. The 
Dutchman J. Goudriaan had already expressed the opinion at the 
beginning of the 1930s that the cost aspect and the purchasing 
power aspect of a wage increase cancelled each other out, so that 
ultimately employment would be changed neither by a wage 
increase nor by a wage cut. This was more or less proved in the 
mid 1930s, when M. Kalecki investigated events in France.* It 
does not often happen in the social sciences that a combination 
of circumstances is such that one can almost speak of a theoretical 

* M. Kalecki, Tlie Lesson of the Blum Experiment*, in: Economic 
Journal, 1938. 
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experiment. This was by way of exception the case when, under 
the Blum Government, the French wage level was increased in a 
short span of time by a large percentage. Prices went up, but 
employment did not decrease. It did not increase either. The 
considerable unemployment continued, barely affected by the 
marked movement of wages. 

This result is what one would expect from Keynesian theory, 
namely that employment is determined by national income and 
income is determined by spending. The level of money wages 
does not appear in this primitive model. In Keynes’s own view 
the matter was a bit more subtle: higher wages would lead to a 
higher propensity to consume, because workers save less than 
capitalists do. On the other hand, a lower rate of profit might 
decrease investment. The two opposite reactions might cancel 
each other out. The demand for labour would therefore be in¬ 
sensitive to the wage level. 

Actually the situation is more complicated than that. Neo¬ 
classical theory points out that sharp rises in the wage level 
make it profitable to replace labour by machines. This process is 
called capital deepening. It is good for productivity and for real 
wages but, in the long run, it may be bad for jobs. If the wage 
push - that is, an increase In money wages exceeding growth in 
labour productivity ~ goes on and on for years it will have this 
creeping effect on employment. The level of unemployment will 
remain invisible for a long time, because the required investment 
creates income and jobs - the Keynesian effect, which counteracts 
the classical effect. Their balance is uncertain and difficult to 
predict. But if a recession sets in, for whatever reason, the accu¬ 
mulated expulsion of labour may reveal itself In the form of 
stubborn (‘structural’) unemployment. On top of this an even 
more treacherous mechanism may be at work: the profit squeeze. 
The decline in the rate of profit (profit per unit of capital) has 
been a well-established fact in the United States, Britain, the 
Netherlands and other western European countries since the 
middle of the sixties.* It corresponds to a shift in the distribution 

* See, for the U.S.: William D. Nordhaus, ‘The Failing Share of Profits*. 
Brookings Papers on Economic Activity, 1974. And for Britain: Mervyn A, 
King, ‘The U.K. Profit Crisis: Myth or Reality?’, Economic Journal, 
1973. The movement of profits in figures is more significant than their 
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of the national income: the share of labour increased from about 
60 per cent after the war to 80 per cent or even more in the 
seventies. British company profits, as a percentage of national 
income, declined from 15 per cent in 1960 to less than 7.5 per cent 
in 1975. The causes of the profit squeeze are complicated and it is 
by no means true, or even likely, that the wage push is the main 
causal factor behind it. Yet it is almost certain that wage inflation 
is in some way responsible. This creates a peculiar dilemma. Tf 
money wages are forced upwards in order to accelerate the growth 
of real wages there are two possibilities. The first possibility is 
that the wage push is shifted forward to the consumer and other 
incomes (profits, rents, rates of interest) adapt themselves in an 
upward direction to the new wage level. In that case the wage 
push leads to sheer price inflation. There is no additional increase 
in real wages, apart from the existing real wage growth corres¬ 
ponding to the growth of labour productivity. There will be no 
effect on employment - again, a Keynesian model. 

But there is another possibility: the wage push is not fully 
shifted to the consumer and real wages are increased at a faster 
rate than productivity growth. Now other incomes are harmed. 
If these are incomes of passive investors, like bondholders, the 
rate of interest goes down and this stimulates capital deepening. 
This process can go on for years without employment being 
seriously affected, as we saw before, but if the wage push goes on 
it will bite into profits. Then we may expect a brake on capital 
investment - just the opposite of what the neo-classical theory 
predicts. Now two bad influences on employment combine: the 
total amount of investment becomes smaller and capital deepen¬ 
ing goes on. The multiplier works in a downward direction. 
If the profit squeeze really begins to bite it may lead to a 
paralysis of economic life. In this case Keynesian and ‘structural’ 
unemployment go hand in hand. One reason for this unholy 
combination may lie with the wage push, although this is not 
the only reason. 


absolute level. The latter depends on the way the figures are calculated: 
before or after tax, depreciation on replacement basis or on the historical 
cost of the machines, etc. The decline in profits is not conspicuous in 
France, Italy and Sweden. 
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According to some this reflects the situation of Western econo¬ 
mics in the mid seventies. Wage inflation has led for decades to 
price increases and to capital deepening - two things that neutral¬ 
ize each other in the sense that their effect on employment is con¬ 
trary. Structural unemployment was always veiled by a high 
level of spending, and the real rate of interest bore the burden of 
the increased share of labour in the national income. But in the 
meantime a decrease in the level of profits developed, which has 
led to a vulnerable financial position of business and eventually 
to a recession. Some outside shocks - increases in oil prices, for 
instance - have been sufficient to throw the economics of the 
Western world over the edge of a depression. In this sense wage 
inflation certainly has had an influence on employment. 

What we learn from this is first of all that the wage push seems 
to pose a rather clear-cut dilemma. Either it leads to higher 
prices or it leads to unemployment. Which of the two will occur 
is a matter of shifting. The two disagreeable outcomes are alter¬ 
natives - in the economist’s language, there is a trade-off between 
them. 

Unfortunately, the economist’s problem is less simple than 
just pointing to the trade-off. He has to specify which of the two 
cases will occur and this means that he has to come to grips with 
the shifting process. In other words, what he needs is a theory of 
profits. What determines their level and why have they tended to 
decrease since the end of the sixties? Now such a quantitative 
theory of profits is lacking. We can enumerate the causes of pro¬ 
fits - technical progress, being one up with regard to one’s com¬ 
petitors, monopoly positions, and, above all, the volume of sales 
- but their macro-economic mix is unknown. This is one of 
the holes in economic theory. 

The obvious answer to this type of theoretical uncertainty is 
model building. Indeed, older research, for instance by H. J. 
Witteveen {Loonshoogte en werkgelegenheid^ 1947), pointed in the 
direction that employment is fairly insensitive to wage changes, 
at least on a short-term basis. But the realities of the post-war 
decades have not yet been caught in the nets of the econometri¬ 
cians. The wage push is a fact of life; its responsibility for the 
profit squeeze and for unemployment have not yet been estab¬ 
lished beyond doubt. There is a general feeling that wage inflation 
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quantiuxWe telaWVvlpsWeen money wages and piofiis w 
not yet been estimated. These relationships are different for 
different branches of industry; in some sectors of the home mar- 
ket wage increases are shifted far more easily than in others, 
whereas some industries may even profit from them. A special 
case is the export industry - wage increases here merely raise 
costs and not sales. In this latter case the wage push has a definite 
adverse effect on employment, but for the economy as a whole 
such statements are dubious and depend on the particular situ¬ 
ation at the time. 

Under such circumstances very different and contradictory 
ideas may circulate in political circles. Trade unionists are not 
impressed by the arguments of those who blame wages for a low 
level of profits and employment; they blame business for invent¬ 
ing too few opportunities or for channelling them in the wrong 
direction. Business men blame the unions (and, of course, the 
government) for the profit squeeze. The forces of the market do 
not point to a determinate wage equilibrium either ~ after all, 
decades of wage inflation were compatible with near full em¬ 
ployment. This has profound implications for the balance of 
power in society. Before we go further into this we should first 
consider the question we discussed very provisionally in the pre¬ 
vious section: What determines the wage level ? 


3 WHAT DETERMINES THE WAGE LEVEL? 

In answering this question we should make a sharp distinction 
between money wages and real wages; real wages being the money 
wage level over the price level. In micro-economics, where the im¬ 
pact of the quantities under consideration upon macro-economic 
quantities like the price level is insignificant, the distinction does 
not make sense and perhaps this is the reason why so many 
people believe that a rise in money wages will make the workers 
more prosperous. When the group is big enough the proposition 
becomes less and less true, and we saw in the foregoing section 
that it need not be true at all when we look at all workers and 
salaried people together. Perhaps it is one of the special qualities 
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of the economist that he does make the distinction between 
money wages and real wages, even to the point of asserting that 
the determining factors of the two are quite different. Real 
wages are determined by production. The classical view on this 
relationship is even more specific: real wages are determined by 
the marginal product of labour. The money wage level is irrele¬ 
vant to the real wage level, provided the overall distribution of 
income is given (which it is, in classical theory). Surprisingly 
enough, the latter is also the orthodox Keynesian position; we 
saw in the last section that a money wage push is shifted through 
the whole system until it arrives at the consumer. This strict view 
is abandoned when we consider the possibility that a wage push 
is not translated into an equal price increase, so that the distri¬ 
bution of income is changed; but even in that case the influence 
of the money wage level on the real wage level is minor, com¬ 
pared with the much more substantial influence of production. 
This is a basic truth that we should keep in mind. 

We concentrate in this section on the money wage level, and 
more particularly on its increases. Money wages are conceivably 
determined by two sets of forces: those of the market (also known 
as supply and demand) and those of the bargaining process be¬ 
tween unions and management, which are also known as power. 
If the preceding section gave an accurate description of reality 
we must suspect that the forces of the market are not decisive in 
the process of wage determination. For in the short run the de¬ 
mand for labour does not react significantly on wage increases 
(in the long run it does, but the relationship is often veiled by 
other influences); and the supply too is probably pretty inelastic. 
In such a situation supply and demand have no determinate 
point of intersection. That is the reason why the forces of power 
get a certain freedom. Employers and unions may negotiate a 
collective wage agreement without being hampered too much by 
the forces of the labour market and these agreements together 
make up the money wage level. So let us try to imagine what 
determines the behaviour of the bargaining parties, and in 
particular the claims of the unions (for in the end unions get 
what they want). If I see matters aright, claims for higher wages 
hinge on three strategic factors: the movements of prices, 
the level of unemployment, and productivity. These are the 
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.in determinants of increases in the money wage 

three m®'" 

ftice movement is obviously a factor determining the wage 
*^1 If prices rise the leaders of a self-respecting union are 
'j lly obliged to ask for wage increases. If they do not do so, 
mbers will probably become discontented, and a gulf may 
Treated between the leaders and the members, which is 
Tmelhing a union leader does not like at all. Furthermore, if 
prices rise the employers will often be in a position to pay higher 
wages; in any case this is true if the price increase is the result of 

an increased demand. 

Nor is it difficult to see that employment conditions play a part 
in wage determination. Accordingly as unemployment is greater 
it becomes more difficult for the union to wield its power. U' there 
is full employment, the supply and demand position in itself 
exerts forces which gradually push up wages. The profit of busi¬ 
ness is generally good. A strike would harm profits. Employers 
will not resist wage claims, because they feel that part of the 
burden can be shifted to the buyers of the product. If labour 
becomes definitely scarce, and if a real tension occurs on the 
labour market, then the union hardly needs to exert additional 
power; wages rise automatically. The unions will try to increase 
those parts of the wage structure that lag behind. 

The inverse relationship between unemployment U and the per¬ 
centage increase in the wage level w has been stressed by a number 
of authors, notably A. W. Phillips. They submit that this relation¬ 
ship is determinate and unique; it can be depicted by a curve. 
This so-called Phillips curve implies that for predicting yv all you 
need to know is U. This is a rather popular idea among those who 
believe that the wage-price spiral can be suppressed by creating a 
bit of wholesome unemployment. The suggestion of a determi¬ 
nate relationship w — f{U) has proved to be very stimulating in 
the sense that it provoked a good deal of quantitative research; 
but the findings do not bear out the hypothesis that only U is 
relevant for w. Wage movements cannot be explained completely 
by simple market forces. Though everybody agrees that a tense 
labour market pushes up wages there are also other forces at 
work. One of them is productivity. 

Whilst the effect of prices and employment on wages is easy to 
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understand, the effect of productivity is somewhat more difhcult| 
to grasp. It might be thought that an increase in productivity 
must lead to higher wages on account of the marginal productivity 
theory. Perhaps there is some truth in this. But the relation be¬ 
tween wages and productivity that I have in mind is a different 
one. We are concerned here with a topical point in wage policy 
occurring in various countries, and to which 1 should like to draw 
the reader’s particular attention. 

For the wage policy of a large, responsible federation of trade 
unions is keyed to a lesser or greater extent to the idea that the 
distribution of the national income must satisfy certain require¬ 
ments. Wage policy is used as a means of influencing this distri¬ 
bution. For the distribution of income there are various criteria; 
the criterion to which the union usually adheres is the share of 
labour in the national income. This quantity is expressed by a 
fraction, which in modern countries lies in the neighbourhood of 
seventy per cent. This figure can be measured statistically. If it 
becomes smaller, the unions consider income distribution to be 
in danger and then attempts will often be made to correct labour’s 
share by a wage increase. 

To realize what exactly is happening here, we must know what 
factors determine the share of labour. Various economists have 
given a good deal of thought to this (among others M. Kalecki, 
who was mentioned above in another context), but their theories 
are too complicated for our purposes. Fortunately an extremely 
simple reasoning is also possible. The share of labour in the 
national income is by definition equal to the total wage bill 
divided by the national income. The total wage bill is the product 
of the wage level and employment. The national income may be 
written as the product of prices and production. Therefore; 


labour’s share = 


wage level x employment 
prices x production 


The left-hand side of this fraction ~ the relation between wages 
and prices - is called the real wage rate. The right-hand side is 
an old acquaintance. If we invert the relation between employ¬ 
ment and production we find the productivity of labour. Conse¬ 
quently, the share of labour is equal to the relation between the 
real wage rate and the average productivity of labour. A simpler 
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V !harc of labour « hardly conceivable • It is even 
h casts light on the importance of pro- 
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per cent per year - ts the consequence of advances in techn<Al», 
and the steadWy nstng stock of human and material capital, u 
can be reffected in the real wage by decreasing prices, but this 
usually does not happen. Then money wages must go up to keep 
labour’s share in the national income constant. This is the least 
that unions are after; they cannot accept less (though they will 
usually try to get more). We here encounter a relation between 
labour productivity and the wage rate which is different from 
what the marginal productivity theory suggests, yet the result is 
about the same. 

In this reasoning prices and productivity are important factors. 
If the share of labour is to be constant, the money wage level will 
rise with a percentage which equals the sum of the rise in prices 
and the rise in productivity, both measured in percentages. A 
simple formula. 

Of course reality is somewhat more complicated. The point is 
that the share of labour is not constant - it moves upwards in 
almost all western countries. At the beginning of the century it 
was hardly more than 50 per cent, nowadays it is about 80 per 
cent, and since the mid sixties the rise has been pretty fast in 
some countries. This means that the money wage level has been 
rising more than the sum of productivity and price increases. The 
extra increase in money wages is probably caused by tight labour 
markets and by union power. In countries like France, Germany 
and the United States the latter factor has had a more modest 
influence than most union leaders claim and most businessmen 
suspect. In Britain the role of the unions is more marked. But in 
the whole of the western world the three causes mentioned earlier 
~ the Phillips curve, prices and productivity - explain the money 

* If you think about it, the matter proves to be somewhat more compli¬ 
cated. For the prices which we have introduced arc not per se equal to the 
cost of living. A correction can be applied for this, but then the formula 
loses something of its attractive simplicity. 
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wage increases rather satisfactorily. Yet we cannot say that we 
have now a determinate model of the money wage level. For 
prices enter in our equation as an explanatory variable; and they 
are themselves determined inter alia by wages. The wage-price 
spiral can lead to high rates of price increases and also to lower 
ones. What will happen in practice depends on a number of other 
influences like taxes and import prices, and also on the move¬ 
ment of profit margins. Here again we meet one of the unknowns 
in our model: profits as a determining factor in the spiral. 
Obviously we have not yet solved all our puzzles The next section 
will try to shed some more light on this, though we do not pre¬ 
tend to provide all the solutions. 

4 AN INCOMES POLICY? 

If we join together the various elements of the wage theory ex¬ 
plained above, we find that the wage level is no more determined 
by mechanical factors than the price level is. Whereas classical 
theory thought that the wage level was determined by marginal 
productivity, and considered a wage increase that exceeded the 
marginal productivity improbable, and whilst at the same time 
the wage was believed to have a marked effect on employment, 
so that a union would blunder if it forced up wages, the modern 
theory sees this relation differently. The money wage level can rise 
without employment being seriously harmed. A rise in wage costs 
leads to a rise in prices, and a rise in prices may in turn lead to 
a rise in wages. A rise in wages can easily lead to cost inflation, 
especially if employment is already at a high level and profits are 
relatively large. This cost inflation is incidentally provoked by a 
price inflation, and this is illustrated with particular clarity when 
we remember that a rise in productivity that is not passed on in 
the form of lower prices influences the distribution of the national 
income, which the unions then try to rectify by demanding higher 
wages. 

The whole picture points to inherent instability. Processes can 
easily occur that stir each other up. And moreover two further 
factors which can intensify the situation must be taken into ac¬ 
count. 

The first is that it has become evident from econometric in- 
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vestigations, in particular the one by Witteveen, that a wage in¬ 
crease need not lead to reduced profits. On the contrary» Witte¬ 
veen found that even in the depression of the 1930s in the United 
States there was a good chance of higher wages leading, on the 
macro-economic plane, to higher profits. There is reason to sus¬ 
pect that this relation will occur more strongly in a favourable 
economic situation. If that is so, the relation between employers 
and employees presents itself in a remarkable light. Previously 
it was assumed that entrepreneurs and workers had opposite 
interests where the wage level was concerned. The unions want 
more wages, and the entrepreneurs resist this. Ultimately a certain 
equilibrium is arrived at in this way. It can be left to the free 
market to determine where this equilibrium comes; the parlies 
will have to see to it that they reach agreement among themselves. 
This view, associated with the ‘laissez-faire' idea, is weakened as 
soon as it is realized that from the macro-economic point of view 
wages and profits are not opposed to each other, but can move in 
parallel. The two parties to wage negotiations are then opposed 
to one another to a much smaller extent. Perhaps, without 
knowing it, they have a joint interest in a gradually rising wage 
level. But this rising wage level, which is passed on in prices, 
is not in accordance with the interests of the whole national 
economy. Its victims are those living on pensions and other small 
fixed incomes, the international competitive position (and there¬ 
fore employment in the export sector too), the value of money, 
and the general equilibrium of incomes. The negotiators are some¬ 
times aware of this; they will perhaps allow themselves to be in¬ 
fluenced by it, but the degree to which they are prepared to do so 
is not certain beforehand. Much depends on the nature of the 
union, on the political situation, on the tensions in the distribu¬ 
tion of income, on the willingness of the entrepreneurs to engage 
in frank and reasonable consultations, and above all on govern¬ 
ment policy as well. If relations between employers and employees 
are difficult, if the union has no confidence in general govern¬ 
ment policy (or in its tax policy!), if the union members are dis¬ 
satisfied with the distribution of income, if rival unions are 
forcing the pace with militant slogans, then wages rise. In that 
case the employers come round and try to cover themselves by 
raising prices] Perhaps they will try more than before to secure 

193 



MODERN ECONOMICS 

the benefit of increases in productivity, so that the wage problem 
is accentuated. Even if all concerned display considerable good 
will, a stable wage level is not ensured. The equilibrium is un¬ 
stable. The national economy is then continually threatened with 
a disturbed equilibrium from the wage sector, and in that case the 
government cannot continue to stand idly by. 

And there is something else, too. Since the possibilities of a 
Keynesian policy have been recognized, many governments have 
promised Parliament that they will try to prevent unemployment. 
This can form an invitation for the unions to use their position 
of power to improve the incomes of their members. If the union 
is a responsible one, this endeavour remains within the bounds of 
what the national economy can bear. But, as stated, it is not 
certain beforehand that every union can achieve this, especially 
when the entrepreneurs use the favourable position of the 
economy to increase their profits. Consequently, within the 
framework of a policy of full employment a certain responsibility 
on the part of the government for the general wage level is 
essential. 

But a wage policy is not sufficient. The government has to take 
profits into account (perhaps indirectly, via a price policy) and 
also other incomes like rents. The case for such a general incomes 
policy can be formulated with the help of a bit of simple algebra. 
Let prices go up, in a given year, by p per cent, the wage level by 
w per cent, labour productivity by h per cent and the remunera¬ 
tion of capital (including profits, interests, rents) by z per cent. 
Suppose that p is completely explained by the increase in labour 
costs and profits (import prices, sales taxes etc. are constant). 
Labour costs obviously increase hy w ~ h per cent, that is the 
excess of wage increases over the rise in labour productivity. The 
impact of this on prices equals A(iv — /r), in which ^ is labour's 
share in the national income. The impact of higher profits on the 
price level equals (1 X)z* So /? = A(iv — /r) -f- (1 ■— X)z. But if 
the share of labour is to be constant we also have w = p h 
(this is the conclusion of the preceding section, but now written 
in the form of percentage increases). From these two equations 
follows p = z. That is to say that, provided the share of labour is 
constant, it is the increase in profits which determines and equals 
* The productivity of capital is taken to be constant. 
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the increase in the price level. This conclusion underlines the 
strategic influen<% of profits on the wage-price spiral. The unions 
are in this case in a purely defensive position and yet the spiral 
goes on. 

These little equations illustrate how profits and wages can 
blame each other for the spiral. But this is only so if the distri¬ 
bution of income, measured by A, remains constant. If the share 
of labour is rising, as it did slowly over long periods and more 
quickly since the mid sixties, p exceeds z. This implies that the 
profit margin is endangered. Now business firms - some more 
than others - are in a defensive position. This may eventually 
lead to a profit squeeze and to a recession - the problem discussed 
in section 2 of this chapter. The prevention of this type of highly 
unpleasant development is one strong argument for an incomes 
policy. 

These little equations illustrate something else: the resistance 
against a productivity-geared wage policy. Many governments, 
and especially those of the U.S. and the U.K., have in recent 
years been trying to keep wage increases within the bounds of 
labour productivity. The annual wage rise should not exceed, 
say, 3.8 per cent. This aim is respectable because macro-economi- 
cally w ^ h makes for constant labour costs; the wage push and 
its effect upon prices are avoided. But this kind of guideline is 
only feasible if prices are constant. If they go up, w ~ h implies a 
lowering of labour’s share, which as a rule is not acceptable to the 
unions. Now the condition of constant prices is usually not ful¬ 
filled when governments advocate their ideas on a productivity- 
geared wages policy and this explains at least part of the political 
obstacles. Obviously the logical answer to this is a general in¬ 
comes policy. 

Unfortunately, the post-war experience with this type of policy 
has not been very favourable. There are many reasons for this, 
the most fundamental being the suspicion of the groups con¬ 
cerned with regard to the distribution of income. In times of in¬ 
creasing prices people have a natural tendency to believe that 
others are better off than they are themselves. Workers think that 
businessmen are causing inflation and vice versa. In that atmos¬ 
phere the cooperation of the various groups is difficult to win. 
Other grievances and tensions (about taxation, the very unequal 
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distribution of capital, a number of unpleasant characteristics of 
capitalism, anything) may contribute to the resistance against the 
government’s proposals and in the meantime the wage-price 
spiral goes on and on. The British Labour government met with 
this difficulty in a most painful way. Now in the British case the 
incomes policy did not yet exist - it was smothered before it got 
off the ground. But suspicion may also threaten an existing in¬ 
comes policy, as the Dutch experience shows. Here a system of 
tripartite wage determination, built up in the fifties, and accom¬ 
panied by rent and price control, crumbled away. Though the 
macro-economic results in the fifties were not bad - the wage- 
price spiral was damped down though it did not disappear alto¬ 
gether - the government did not succeed in convincing the various 
groups that their interests were duly protected against inflation, 
and in the sixties the resistance increased so much that the in- 
comes policy was virtually abandoned. One of the lessons of this 
sad experience is that you can have an incomes policy only if it is 
wholeheartedly accepted by the parties concerned. And this im¬ 
plies that a government must be prepared to see social and econo¬ 
mic tensions as a whole. Partial solutions do not prevail.* 

* More on the Dutch case in my Harmony and Conflict in Modern Society 
(McGraw-Hill, 1966). The American experience is discussed in G. P. Schultz 
and R. Z. Aliber, GuidelineSy Informal Controls and the Market Place 
(University of Chicago Press, 1966). 
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CHAPTER X 


Economic Growth 


1 THE TOPICALITY OF GROWTH THEORY 

As Ipng as economics has been in existence it has displayed 
interest in economic growth - that is to say in the increase of the 
national income per head. But the intensity and the focal 
point of interest have kept on changing. The mercantilists wanted 
to develop industry and trade to make the state strong and rich, 
and they regarded restrictions on imports as one of the most 
suitable ways of doing this. Adam Smith believed that a free 
development of the productive forces would best serve progress. 
The accumulation of capital, technological progress, and the 
increasing division of labour would gradually cause the pro¬ 
duction per head to grow. Ricardo had a much gloomier view 
of this: an increasing population would lead to low wages, to a 
shortage of land, and thus to high rents; profits would suffer 
from this and growth would, as a result, stagnate. Such pessimism 
continues to ring through the nineteenth century, and gave 
economics its name of the dismal science. In Marx’s theory, 
too, ‘development’ means decline, at least under capitalism; his 
macro-economics rather resembles that of Ricardo, but has a 
dramatic conclusion: the collapse of the capitalistic system. 

Adam Smith’s optimistic view, which has proved much more 
realistic, also keeps on turning up, for instance in John Stuart 
Mill and later in J. Schumpeter, who pushed forward the entre¬ 
preneur as the man who, by ‘new combinations’, keeps growth on 
the go. But the neo-classical theory of the twentieth century 
begins to display a certain interest in the Stationary State; an 
economic movement which keeps on turning in the same circle 
and in which all quantities are at rest. There are no savings, no 
investments. Economic life has entered its final stage. A. C. 
Pigou, for instance, elaborated on this strange idea, and the 
problem of growth disappeared from view as a result. 

Moreover, in the 1930s the old pessimism returns in a new form; 
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that of stagnation and the perpetual depression. In the Keynesian 
world of ideas economic growth remains in the background at 
first. The conquering of deflation was too urgent an aim to 
allow of an intensive study of a development of income over 
longer periods. Although reflections on the distant future are 
not entirely absent from the General Theory, as a rule Keynes 
takes productive capacity and the state of technology as given. 
He observes the income effect of investments, and not the 
capacity effect. This is an obvious one-sidedness, in fact exactly 
the opposite of the one-sidedness which we encountered among 
the classicists in section 3 of Chapter II. 

After the war new interest was aroused in growth, which since 
then has assumed unprecedented proportions. There are various 
reasons for this new interest. In the first place the economic 
renaissance of Europe, and more particularly the increased 
growth rate, encouraged a study of the phenomenon that was 
being enacted under the noses of the investigators. Whilst the 
percentages by which the national income per head in Europe 
rose over long periods - for instance a century - were about one 
or two, and really only displayed higher figures - three to four -- 
in the 1920s, the growth percentage in the 1950s proved to in¬ 
crease to four or five, whilst a number of countries (especially 
Western Germany and Japan) managed to reach still higher annual 
figures. Other countries, specifically the United Kingdom and 
Belgium, had to be satisfied with more modest percentages (two 
or three), and the question therefore arose as to how these dif¬ 
ferences had to be explained. The rather slow growth rate of the 
economy of the United States in the fifties also yielded material 
for new discussions. 

But there were more reasons. The rise in incomes made words 
like prosperity and even affluence much-used terms, and as a 
result many now realize that their personal prosperity is not all 
that it should be. Many unfulfilled desires are sharply felt, in 
both the personal and the collective sphere. Large groups have 
been left behind. It has come to be vividly realized that these 
shortages can be eliminated only by an increase in the national 
income. More social provisions, better education, proper town 
planning, wide facilities for recreation; scope for wage increases 
and tax cuts, which render possible more extensive purchases of 
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durable consumer goods and happier holidays; and more free 
time, which can be pleasantly spent only if it is accompanied by a 
higher income. All these are aspirations which have greatly 
increased since the war and which make requirements of the rate 
of growth.* 

To this must be added the challenge of the communist coun¬ 
tries. Their growth figures are higher than ours, although they 
are not as high as they are presented to us by communist statis¬ 
ticians. But about eight per cent may be a realistic figure for the 
Soviet Union, and that is more‘than the free world (with the ex¬ 
ception of a few countries, notably Japan) did achieve. If the 
figures remain as they are now, the Soviet Union will have caught 
up the Western world in less than twenty years. 

However, the problem of growth derives its greatest urgency 
from the realization that the grinding poverty in three-quarters 
of the world is intolerable. Much of growth theory therefore 
concentrates on the problems of underdeveloped countries. 
These problems are tremendous and demand a rather different 
approach - a more sociological one ~ from the one which we have 
in mind in this book. The reader will forgive me if I pass over 
this side of the matter. 

All this has made the problem of growth the most important 
in economics. The limited scope of this book does not allow us to 
do even imperfect justice to the present state of the theory, which 
displays very different variants. A fleeting impression must 
suffice, and in giving this impression we shall adhere to the theme 
of this book: the difference between classical and Neo-Keynesian 
approaches. Both are now topical, as we shall see. 

2 THE CLASSICAL GROWTH FUNCTION AND 
STEADY GROWTH 

We saw in Chapter 11 that in the classical view the size of pro¬ 
duction and national income are determined by the productive 

* J. K. Galbraith, who in his celebrated and brilliant The Affluent Society 
(1958) occasionally presents himself as a critic of growth, should not, in 
my opinion, be classified as such. He wishes above all a better allocation of 
productive factors, i.e. a bigger public sector, more education, better cities, 
better design; but this is also a form of growth, for these matters can be 
more easily realized if there is a greater national surplus. 
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capacity. The latter is in turn influenced by the available amounts 
of the factors of production, i.e. above all capital and labour, and 
further by the production function, the relationship between the 
inputs, that is to say the amounts of capital and labour, and the 
size of production. At a given moment the production function is 
fixed, but in the course of time it shifts; it is a historical fact that 
nowadays more product is made with given amounts of labour 
and capital than before. This shift in the production function is 
called technical progress. Viewed in this way, the economic 
growth of national income per head is therefore the consequence 
of two groups of causes: increases in capital and labour on the 
one hand, and technical progress on the other. The latter also 
includes qualitative improvements of labour, better organization, 
new methods to do old things, and new methods to do new things. 

The influence of more capital and more labour on production 
may be formalized in the following way. Call the amount of pro¬ 
duct Q, the amount of labour L and the stock of capital AT. The 
production function is then Q ^ f(L, K); that is simply the 
definition given above, but now in mathematical notation. L and 
K can both increase, and then the function indicates how Q in¬ 
creases. Call the percentage growth of labour /, the percentage 
accumulation of the stock of capital goods k and the resultant 
percentage growth of production q. For the moment we shall take 
the quantities / and k as given; we want to find q. Now the impor¬ 
tant theorem ^ — A/ -f xk holds good.* 

This has a mysterious look to it, above all because the Greek 
letters ?. and x (called lambda and kappa) appear in it. A means 
the share of labour in national income, and x the share of capital. 
If for our present purposes we regard rent, interest and profit as 
various kinds of return on capital, A and x are together equal to 
one. The above equation, which might be called the growth func¬ 
tion, can be reproduced in words as follows: the percentage 
growth of production is equal to the percentage growth of the 
amount of labour times the share of labour plus the percentage 
growth of capital times the share of capital. Or, to put it differ¬ 
ently, the percentage growth of production is equal to the 
weighted sum of the growth percentages of the factors of pro- 

* That is, given certain conditions; e.g. that capital and labour are re¬ 
munerated according to their marginal productivities. 
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duction, the shares in the national income being used as weight¬ 
ings. This fundamental growth equation holds good only if tech¬ 
nology does not change; if the production function shifts, q is 
larger than the growth function indicates. We have not proved 
the equation given above; the reader for whom this forms a 
serious objection may be referred to other books, for instance the 
splendid little book by J. E. Meade, A Neo-Classical Theory of 
Economic Growth (2nd impression, 1964, pp. 8-18). True, this is 
not an easy work to read, but the ten pages in which the growth 
function is explained are comprehensible to anyone who is more 
or less familiar w'ith the beginnings of diflercntial calculus. 

But even if the reader finds this too erudite, he can still grasp 
the meaning of the growth function. The contribution that for 
instance capital makes to growth depends on investment and on 
the importance of capital in the whole production process. The 
same applies to labour. This may be explained by means of the 
following example in figures. Let us assume that the working 
population of a country increases annually by 1 -5 per cent, and 
that the investors cause the stock of capital goods to grow by 6 
per cent a year. The share of labour is for instance two thirds, and 
in that case the share of capital in the broad sense (including rent 
and profit) is one third. Production then grows by | limes 1-5 per 
cent plus i times 6 per cent — 3 per cent. And if we are especially 
interested in the growth of production per head of population (or 
in the growth of the productivity of labour; as long as the popu¬ 
lation and the working population grow at the same rate, this 
amounts to the same thing), this percentage can also be easily 
calculated: of the 3 per cent growth in production 1*5 per cent 
must be deducted for the population growth, and J-5 per cent 
growth remains for increasing prosperity. 

This calculation also clearly demonstrates how population 
growth exerts a negative influence on income per head. While the 
population increases by 1*5 per cent, as a result production grows 
by only 1 per cent, and the income per head thus drops 0*5 per 
cent. In our specimen calculation this is more than made up for 
by the formation of capital, but the prosperity would have been 
greater if the increased stock of capital goods had been combined 
with a population growing more slowly or remaining stationary. 

The neo-classical theory of growth starts from the growth 
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function as defined here. It works with the concept of factors of 
production that can be combined in different relationships; in 
other words, labour and capital can replace each other. That dis¬ 
tinguishes the genuine neo-classical theory of growth from the 
more Neo-Keynesian one that will be discussed in the following 
section: the theory of Harrod and Domar, which starts from a 
fixed relationship between the amount of capital and the amount 
of final product. This fixed relationship has strange consequences, 
as we shall see below, and it is probably not a realistic description 
of reality. The neo-classical theory will have nothing to do with a 
fixed coefficient of this kind. It studies the case in which the 
amounts of labour and capital smoothly adjust to one another. 
That, too, is perhaps not quite realistic; it sounds too good to be 
true. And classical theory completely abstracts from the sales dis¬ 
turbances that may occur in the process of growth. As we know, 
that is a consequence of Say’s Law, which the classicists adhere 
to as a kind of simplification. Through this abstraction the neo¬ 
classical authors concentrate their attention fully on the supply 
side of production. In their view investment is fully determined 
by the relationship between wages and interest; a sales deficit that 
paralyses the growth of capital has been excluded from the model. 
An intellectual concentration of this kind may yield useful results 
and in fact the neo-cIa.ssical theory of growth has, since the second 
half of the 1950s, been developed into a remarkable construction, 
full of surprises and incredible conclusions. Unfortunately, it is 
too complicated to be dealt with here in its full majesty, but some 
of its principal properties may be explained. The most important 
one is this: the neo-classical theory of growth concentrates on 
equilibrium. In this case not a stationary state but a well-balanced 
growth equilibrium. Of the various ‘growth paths’ that one is 
selected for further study which shows certain regularities. 

This leads to special attention for what is now called the State 
of Steady Growth. This is by definition a constant growth per¬ 
centage through the course of the years, that is to say a given q. 
Now it can be proved that a constant q implies that q is identical 
with k. In other words, growth is steady only if production in¬ 
creases as quickly as the stock of capital goods! The proof is 
simple. Assume that the savers start to save more than before, so 
that k increases and becomes greater than q. In that case, by 
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definition, the fraction QIK^ i.e. the productivity of capital, drops. 
The effect of the increased accumulation is reduced by the lower 
productivity of capital. This decline of QIK continues as long as k 
is greater than q. The productivity of capital does not reach equi¬ 
librium again until capital and production grow again side by side. 

Bearing the equality k -= q \n mind, all kinds of equations can 
be drawn up. This equality may be entered into the growth func¬ 
tion to see what the result is. I shall leave the algebra to the reader, 
and advise him also to work out the equation for the growth of 
real income per head {q ~~ /). He will find that, in the State of 
Steady Growth, ^ — / is equal to zero. Production increases just 
as quickly as the population and real income per head is constant. 
Now this is one of the surprising tricks of neo-classical thought; 
we started by assuming a constant growth of production, and this 
simple idea gives birth to a system in which, production, capital 
and population increase at the same rate! By some peculiar intel¬ 
lectual trick the State of Steady Growth has been turned into 
something which resembles the Stationary State! 

Something else emerges which is perhaps even stranger. The 
propensity to save has no effect on the rale of growth. If the 
recipients of income allow s to increase, so does S and, as a result, 
/ and also Ac, but in that ca.se the growth rate is no longer steady. 
The productivity of capital decreases and forces the system back 
to the old rate of growth. The savers cannot influence the bal¬ 
anced growth rate. They may succeed in throwing the system off 
the equilibrium growth path, but that only temporarily. The 
growth rate returns to its ‘steady’ value. Even the savers are 
powerless vis a vis the iron laws of classical economics! I can 
imagine that gradually the reader is beginning to feel that his leg 
is being pulled. That is so, but I am simply giving the neo-classical 
theory a say. 

Incidentally, the conclusion that k = I — q also seems likely to 
irritate people. Because in that way the amount of capital per 
worker remains constant, and prosperity does not increase. Now, 
the reader will say, that’s a fine thing ... in reality economic 
development displays exactly the opposite. Over the last two 
hundred years both KjL and QjL have increa-sed, and a good 
thing too. A ‘theory of growth’ that abstracts from this is not 
worthy of the name. 
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But now I must nevertheless defend the classical theory. In the 
first place, in the circumstances described, production per head 
may increase, viz. if there is technical progress (defined as an in¬ 
crease in output with given inputs), in my opinion, the merit of 
the neo-classical theory is that this element comes to the fore as 
the decisive factor in economic development. That checks with 
empirical research (S. Fabricant, M. Abramovitz, E. F. Denison), 
in which it was found that 80 to 90 per cent of the increase in the 
productivity of labour over a long period must be ascribed to a 
shift in the production function.* In the second place the neo¬ 
classical theory does not claim that the actual growth rate will 
always be steady. It does not claim to give a picture of what 
actually happens, but of an underlying mechanism. In the real 
world there exist disturbances of equilibrium that temporarily 
cause production to grow more quickly, but in the end - that is 
the contention of classical economics - the system tries to return 
to the steady growth rate. With the reflections outlined above the 
classical theory has thrown a new light on some of the forces that 
restore equilibrium, i.e. among others the movement of the pro¬ 
ductivity of capital. And in the third place the neo-classical 
theory, with its arresting equations, is an excellent subject for 
students, and others who are eager to learn, to get their teeth into. 
It is an aspect of economics that gives us faith in the ingenuity of 
economists, and that is worth quite a lot. 

But here again the danger threatens that we shall proceed to 
overrate these intellectual constructions and that we shall come 
to believe that reality follows the models of steady growth. In that 
case we shall arrive at the view that / (the only autonomous quan¬ 
tity in the system), together with the progress of technology, fully 
describes the process of growth and that all the rest adjusts to 
these. This view is summed up in the saying that growth is 
governed by God (in the birth of children) and engineers. Some 
people proclaim something similar to this in all seriousness. The 
actual world is just a trifle more complicated. 

This is above all so, because in fact growth is not a steady pro¬ 
cess. The disturbances are caused among other things by under- 

*For this, see for instance E. F. Denison, IVhy Growth Rates Differ 
(1967), which gives an enormous number of growth figures, and makes an 
attempt at quantitative explanation. 
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and overspending, which may lead to severe^ growing pains. To 
understand these we require Keynesian macro-economics. But 
the latter approach must then be coupled to a theory that may be 
described as classical to the extent that it considers the increase in 
the productive capacity. An analysis that starts from a given 
capacity is of course completely useless as a theory of growth - that 
is in fact the serious reproach that may be addressed to the older 
Keynesian analysis. We must therefore try to arrive at a kind of 
synthesis. Something similar is discussed in the following section, 
regarding which the reader must note from the beginning that the 
growth function from this section is then abandoned. There is no 
flexible combination of factors of production, but a rigid relation¬ 
ship. In that case the growth of capacity is governed by invest¬ 
ment, provided that there is always enough labour to man the 
machines. In this way we get an approach which, while it includes 
the capacity effect of investment (and is to that extent classical), 
turns out quite differently from the genuine neo-classical theory 
from this section. It might be called the Neo-Keynesian view. In 
the recent literature both approaches to the process of growth 
struggle for precedence. As a result the discussion between 
Keynesians and neo-classicists reaches new heights. 

3 THE NEO-KEYNESIAN GROWTH EQUATION 

Investment increases both productive capacity and money in¬ 
come. If there is to be balanced growth, both effects must be in 
accordance with each other. This is the basis of a synthesis be¬ 
tween classical and Keynesian theory made by R. F. Harrod and 
E. D. Domar,* which throws a strange light on the rate and the 
stability of the growth process. The reasoning can be drawn up 
most simply. All that is needed is to introduce a new quantity, 
viz. the relationship between a certain addition to the national 
product (or the national income at constant prices) and the 
necessary addition to the stock of capital goods. This relation¬ 
ship is called the capital-output ratio. It is not as new in our 
reasoning as it perhaps appears; in fact it is the reciprocal of the 
(marginal) productivity of capital which we encountered in Chap- 

* R. F. Harrod, ‘An Essay in Dynamic Theory‘, Economic Journal^ 1939 
and ‘Towards a Dynamic Economics*, 1948. E. D. Domar, ‘Expansion and 
Employment’, American Economic Review^ 1947. 
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ter 11 Thk quantity is represented byg. Depending on the stage 
of development of the country, it may assume very different 
values; as a rough guide, it will lie between three and eight. For 
special industries it way be somewhat lower or higher. In Western 
Europe national figures of four to six have been found. The lower 
the capital-output ratio is, the better; Jess investment is then re¬ 
quired to arrive at a certain percentage of growth. Though the 
ratio is not one of the great Constants of Nature, the Harrod- 
JDomar type of growth, theory treats this figure as given. 

By definition g — If A Y (capacity effect; AY is the increase of 
Y). So as not to complicate matters, let us ignore X, M, G and T. 

In that case national income will adjust to that level at which 
J ~ s = s.Y (the multiplier or the income effect). Therefore: 
g — s. Y/A Y. By a small conversion: AYfY ^ sfg. This is the 
growth equation, which has become very popular. 

Its popularity is not surprising. For if we examine the equation, 
we see that it establishes a connexion between the growth rate of 
national income and two simple quantities: the propensity to 
save and the capital-output ratio. If production increases at this 
rate, the product is sold and the new capital goods remain in use. 

In this sense growth is balanced. If the actual grow'th rate differs 
from this quotient, disturbances occur which have been the sub¬ 
ject of most alarming reflections. It has been concluded that the 
growth must be extremely unstable. We shall come back to this 
instability in the next section. Reference may now be made to 
another useful employment which can be made of this very small 
equation, and which explains its popularity. 

For it can give a quantitive impression of the degree of expan¬ 
sion which a national economy will display. Let us assume that 
the propensity to save is 20 per cent, a figure that for a country 
in the West is neither extremely high nor very low. Let us then 
assume that the capital-output ratio in that particular society is 5. 
The growth percentage that follows from our equation is 4, a 
reasonable figure for a Western country. However, a higher per¬ 
centage is possible; this is evident from recent experience. Both 
the propensity to save and the capital-output ratio may be more 
favourable; for instance 25 per cent and 3; this implies a growth 
percentage of 8. Such simple arithmetic has something very 
attractive about it, and it has the advantage of drawing attention 
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to strategic factors in development. It therefore goes without say¬ 
ing that the capital-output ratio has met with great interest and 
that considerable empirical research has been done into this 
figure. It has been found that the underdeveloped countries are 
faced with a high capital-output ratio. In combination with a low 
propensity to save caused by poverty, this gives an unfortunate 
result. Put s at 10 per cent and g at 7. The growth figure is then li 
per cent. Not much for a country aiming at accelerated develop¬ 
ment. Definitely too little if the population increases annually by 
I per cent. And so small as to be catastrophic if the population 
increases by 2 per cent. We have here one of the many variants of 
the low income trap: the income per head remains stuck at a low 
level. It may even decline. Part of the tragedy of the under¬ 
developed countries is already clearly manifest here. 

The calculations look attractive, and perhaps they have con¬ 
vinced the reader so greatly that he has already made his choice: 
for the Neo-Keynesian calculation and against the classical 
method of computation given in the preceding section. In that 
case it is time to throw a spanner in the works and to remind the 
reader that the method of Harrod and Domar is based on a very 
special assumption, viz. a constant capital-output ratio. Every 
increase of capital leads to an equal percentage increase in pro¬ 
duction. On further consideration this amounts to the fact that 
there is always enough labour available to keep the new machines 
runnning. The labour force must adjust to the new capital goods. 
As we have seen, that is precisely the opposite situation to that in 
which the theory of steady growth applies: in the neo-classical 
case the formation of capital adjusts to the autonomous given 
population growth. 

The difference between the two views may be further illus¬ 
trated by another numerical example. Put s at 20 per cent and the 
initial value of the capital-output ratio at 5. According to Harrod- 
Domar the increase in production works out at 4 per cent. The 
growth of the stock of capital goods is of course also 4 per cent. 
If we were to apply the neo-classical growth function to this case, 
a 4 per cent growth of capital would yield a rise in production 
which does not amount to 4 per cent, but only to « times 4 per 
cent, i.e. for instance 1 per cent (for convenience’s sake « has been 
put at i). This seems much less than in the theory of Harrod- 
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But note that in the neoclassical calculation , 
that the amount of labour used in production remainlu 
I = 0. If the working force were also to increase oy 4 per'!^' 
as the theory of Harrod-Domar tacitly assumes, then according 
to the growth function labour adds a further contribution to pro. 
duction of j times 4 per cent = 3 per cent, and the neo-classical 
theory arrives at the same result as the growth equation of the 
Neo-Keynesians. 

And so, the reader might say, it*s six of one and half a dozen of 
the other. No, definitely not. The classical view is much wider and 
much more flexible (strangely enough; when we were discussing 
Say's Law earlier, we had to conclude that the Keynesians have a 
general theory and that the classical theory deals with a special 
case!). Take, for instance, the case in which ^ = 4 per cent and 
/ — 0 per cent; the classical theory then produces the answer 
/jf = 1 per cent. The Neo-Keynesians, with their fixed relations 
between capital and labour, are at a loss with this case, at least 
if they start from full employment. For then the new machines 
cannot be manned, and the growth of capital serves no useful pur¬ 
pose. Thus q becomes 0 (while with the neo-classicists at least 
q — \ resulted). And, as a result, this whole situation does not fit 
into the Neo-Keynesian scheme of things, for now the capital- 
output ratio has suddenly become variable! After all, the stock 
of capital goods has grown, production has not, and the relation¬ 
ship between the two has changed. This illustrates the special 
character of the Neo-Keynesian theory of growth. It is a fairly 
limited construction. 

Furthermore, when using the Neo-Keynesian equation sjg it 
must always be borne in mind that it is not meant to describe the 
actual growth rate so much as the growth rale at which the stock 
of capital goods is fully used. The actual growth path may differ 
from this, both upwards and downwards. Investments may be 
smaller and larger than corresponds to sfg, and so, therefore, may 
be the rise in production. However, this results in violent dis¬ 
turbances. These are discussed in the following section; it will be 
found there that the theory of Harrod and Domar has melancholy 
implications for stability of economic life. That, too, is a point to 
keep in mind when a choice must be made between the neo-classical 
and Neo-Keynesian approaches to the process of growth. 
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4* STABILITY AND THE GROWTH PARADOX 

pThe tenor of the previous section was that sfg is the percentage of 
9 S growth of national income at which the capital goods are fully 
f utilized. We shall now see that investment must therefore also in¬ 
crease by the same percentage every year. If this does not happen 
-- if for instance it stays at the same level for a time ~ disturbances 
of a paradoxical nature occur. 

For just see what happens if in a given year investment fails to 
reach a growth figure of sjg, for instance because the entrepre¬ 
neurs take a rather pessimistic view of things (stock exchange 
quotations are down, strikes are expected, there are rumours of 
war or of disarmament). In that case the productive capacity does 
not increase as much as sjg. But through the effect of the multi¬ 
plier a depressive effect on the national money income occurs, as 
a result of which the capital goods will not be fully utilized in the 
near future. Too low investment leads to unutilized capacity, or, 
to pul it differently, a slower growth than sjg leads to overpro¬ 
duction! That is the growth paradox. 

It requires little imagination to see how serious this can be. 
Unused machines have an extremely discouraging effect on in¬ 
vesting. Consequently, in the following period the level of invest¬ 
ment will fall still further below the required level; and this will 
lead to a further overcapacity. Accordingly as less is invested, and 
growth proceeds more slowly, a greater part of the capital stock 
stands idle, and the forces hampering investment become stronger. 
To put it another way, a small downwards deviation of the growth 
rate sjg leads to a cumulative deflationary gap and in fact to 
stagnation and depression. 

And convei*sely, too, the equation creates the impression that 
growth is extremely liable to explode into inflation. If a little 
more is invested than corresponds to sjg (for instance because 
autonomous investments increase), more extra income is created 
than corresponds to the growth of productive capacity. Despite 
the high investments, the machines cannot keep up the pace of 
demand, so that still higher investments are encouraged. Too 
rapid growth of productive capacity leads to underproduction - 
it seems incredible, but it is strictly logical. 

Anyone who gives some thought to these processes cannot but 
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come to the conclusion that balanced growth ispracticaBy impos. 
sible. The smallest departure from the narrow path of balanced 
growth leads to cumulative disturbances of equilibrium. The 
original Keynesian theory, which we have developed m the pre- 
ceding chapters, was not as pessimistic as that. Jt showed that in- 
Gationary and deGationary gaps are possible, that the true equi-- 
librium is a special case, and that economic life may freeze in a 
state of disequilibrium. The reasoning of Harrod and Domar is 
much more disquieting in this respect: it predicts wild, cumulative 
movements in spending and income. 

And in another respect, too, this philosophy is not very en¬ 
couraging. Growth seems to depend on the degree of utilization 
of the capital stock; employment does not figure in the story. 
Even if the equilibrium growth rate s/g should be achieved, full 
employment is still not yet ensured. You could therefore make up 
an extremely sombre story about a community in which full 
capacity growth and full employment differ. 

Of course, all this evokes criticism. For actual economic life is 
not as unstable as all that. The reasoning is reminiscent of the 
case of the centipede that had always been able to walk well until 
somebody proved that this was really impossible with all those 
legs. The story goes that from then on the creature kept on stumb¬ 
ling; but it should instead have decided that there was something 
wrong with the theory. 

Now such criticism may increase our insight. It concentrates on 
the constancy of the capital-output ratio, and it shows how impor¬ 
tant this rigidity may be for the economic process. A fixed rela¬ 
tionship between investment and additional production implies 
that additions of labour to an existing production machinery do 
not summon forth any greater production. (In technical terms, 
the marginal productivity of labour is zero.) But relationships in 
production are not that rigid. To see this we may set against the 
theory of Harrod and Domar the classical theory of growth, 
which is based precisely on flexible relationships between the 
factors of production. 

When we were discussing the classical system, we saw that 
prices occupied a central position in it. Prices control sales, and 
they also control the proportions in which the means of produc¬ 
tion will be applied. For it is possible to make a product in various 
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^ways: with a lot of labour and little capital or with less labour and 
more capital. These two factors of production can replace each 
other, and the extent to which the substitution is profitable for the 
entrepreneur is determined by the relation between the prices of 
capital and labour. The classical theory of growth deduces from 
this that balanced growth and full employment have a good 
chance of being realized. For if at a given moment too little 
should be invested to satisfy the demand for final products, the 
demand for labour increases. Wages go up and this stimulates in¬ 
vestments because the entrepreneur prefers to avoid this expen¬ 
sive labour. In this way a stimulus is engendered for the formation 
of capital, which is less unstable than the process of Harrod and 
Domar described above. Conversely, unemployment will lead to 
falling wages, which makes it profitable for the entrepreneurs to 
replace capital by labour. Growth then means that the stock of 
capital goods increases only slowly, whilst the additional product 
is produced above all by additional labour. The capital-output 
ratio then falls. In this classical train of thought a flexible capital- 
output ratios adjusts to the requirements of the situation Instead of 
repeatedly throwing the economy out of balance. 

This classical growth theory, which has been interestingly des¬ 
cribed by R. M, Solow,* cannot be denied a certain realism. The 
‘input mix’ is definitely not as rigid as the constant capital-output 
ratio suggests. The price system plays a part in directing the 
growth process. But on the other hand we may not rely on so 
great a flexibility that growth will always be balanced. Input sub¬ 
stitutions make the razor's edge of growth less difficult to tread 
than the pessimists think on the basis of the small equation; but 
the possibility of cumulative disturbances, or at least of accelera¬ 
tions and retardations of growth, is definitely there. This is clear 
to see from the variations which growth figures have displayed in 
the Western world in the course of the years; and it is also a fact 
that this instability makes stringent requirements of government 
policy. It renders the task of Functional Finance more difficult. 
However, it is difficult to say to what extent the classical or the 
Harrod-Domar mechnism has worked in a given period - say the 
1950s - the more so since other quite different strategic factors 

♦ ‘A Contribution to the Theory of Economic Growth’, Quarterly Journal 
of Economics, 1956. 
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Operate in the process of growth which have not yet been dealt 
with. The time has come to say a few words about them. 

5 GROWTH AND STRUCTURAL CHANGES 

Model-making is based on the fact that certain relations, ex¬ 
pressed by the regression coefficients, are constant. These con¬ 
stants indicate the structure of the model. But now the difficulty 
ari-ses that in growth this structure sometimes changes. This en¬ 
tails serious complications, for which the theory has by no means 
found all the answers yet. 

The first point concerns the consumption function. Consump¬ 
tion habits change in the course of time. People get accustomed 
to a certain consumption, and shift their aspirations as pros¬ 
perity increases. A consequence of this is for instance that a tem¬ 
porary drop in income or even a disappointing growth rate is 
more likely to be absorbed by a reduced propensity to save than 
by reduced consumption (F. Modigliani and J. S. Duesenbcrry). 
This operates as a built-in stabilizer. The required rate of growth 
s/g becomes lower according as a lower growth rate occurs, as a 
result of whiclt the danger of a cumulative disturbance lessens. 

However, the shift from non-durablc consumer goods to 
durables operates in the opposite direction. In growing prosperity 
the latter begin to occupy a larger place in the pattern of con¬ 
sumption. But it is easy to postpone buying or replacing them, for 
instance under the influence of psychological factors. This makes 
the consumption equation uncertain, so much so, in fact, that 
some have lost all confidence in this equation and thus in the 
Neo-Keynesian model (e.g. G. Katona, in his T/ic Powerful Con¬ 
sumer, 1960). One possible answer to this is to split the consump¬ 
tion function into different components: one for non-durable 
consumer goods and one for durable consumer goods. The first 
equation is more reliable than the second; the weakness of the 
regression coefficients is not avoided, but concentrated in one 
equation. The division also makes it possible to include a separate 
equation for the sale of cars, since this plays a special part in 
growth. For the car is one of the pacemakers of mass consump¬ 
tion, which is regarded by W. W. Rostow as a new growth phase.* 

• The Stages of Economic Growth, 1960. 
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However it must be admitted that the shiftability of such pur¬ 
chases in time makes the model less suitable for short-term pre¬ 
dictions. 

A further point is the change of structure within production. 
In olden days in Europe, and in underdeveloped countries, the 
agricultural sector was or is the main one. According to some, 
economic development is therefore practically identical with 
industrialization, with various industries in the van. At an early 
stage these were iron and steel, railways, textiles; in following 
stages they were cars, chemicals, and electronics. It is of vital 
importance to growth that the various key branches of industry 
succeed each other smoothly. This makes tremendous require¬ 
ments of flexibility and timing. Take as an example television. 
When this appeared on the scene the electronics industry was 
faced with the task of providing the public with sets in a short 
time. The expansion of the industry in those years w^as fantastic. 
In a number of years the market was saturated, and then the 
growth rate of this branch fell back to a ‘normal’ figure. If, there¬ 
fore, no other product is ready to set the pace for growth, stag¬ 
nation is to be expected. These phenomena cannot easily be in¬ 
corporated in a Keynesian model, unless one is prepared to apply 
a further breakdow'n of equations, so that every sector is assigned 
its own equations. 

In this connexion it is also significant that industry is declining 
as a percentage of national activity. The present stage of the 
Western world is characterized by an increasing importance of 
the services sector (called by Colin Clark the tertiary sector) and a 
relative decline of industry, which is thus suft'ering the same fate 
as agriculture. There are indications that practically half of an 
advanced economy such as that of the United States is dominated 
by this teriary sector, and that development is continuing further 
in this direction. However, it is doubtful whether this process is 
smooth enough, if it goes too slowly, growth may be checked. 
Perhaps this phenomenon occurred in the United States in the 
1950s. 

The shift to the tertiary sector also has its effect on the invest¬ 
ment equation. It might very well be that the quantity of capital 
per unit product in the third sector will be less than that in in¬ 
dustry; this therefore means a drop in the national capital-output 
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ratio. But furthermore the nature of these investments is chan 
ing: they are perhaps being made more in men and less in niao 
ines. For this reason, too, education is becoming an increasing! 
strategic factor in economic development. The effect which thii 
has on the investment equation is still uncertain. 

This brings us to a third point: the part played by the govern* 
went sector in growth. It is a welfknown phenomenon that the 
relative size of the public sector increases with national income. 
This was already predicted about J870 by A. Wagner, and conse¬ 
quently one speaks of Wagner’s Law. In those days the Gf Y 
fraction was usually not more than 5 to 10 per cent; now it is 
about 25 percent and it will perhaps rise still higher. Infra-struc¬ 
ture, education, and government-backed research are becoming 
increasingly important stimuli in the growth process. Where these 
lag behind not only a disequilibrium but in fact a retardation in 
growth is to be feared. On the other hand, a large and indepen¬ 
dently growing government sector can be expected to provide a 
growth stabilization which makes the economy less sen.sitive to 
depressive shocks. Whereas the purchasing power effects of the 
government sector can still be traced, this applies much less 
strongly to the effects on productive capacity. The ins and outs of 
this are not known, and of course this makes the model less 
reliable. One consolation for economic theory is that the govern¬ 
ment's influence on productivity works slowly, and this reduces 
the danger to the constancy of the regression coefficients. 

Finally, another topical question : what do the industrial giants 
mean to growth? What is the effect on growth of the increasing 
size of business concerns, of the separation between capital and 
labour, and of the replacement of the nineteenth-century capitalist 
by the modern manager? 

All these phenomena have been impressively described by G. 
Means and A. A. Berle in their book The Modern Corporation and 
Private Property (1932). However, what worried these authors 
was not so much the growth problem as the influence of the con¬ 
centrations of power and wealth.* The decline in the position of 
the old-fashioned capitalist, who founded great enterprises on his 

• The latter question will not be dealt with here; it is discussed in my 
Harmony and Conflict in Modern Society, New York, Toronto and London, 
1966. 
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^wn responsibility, has led others to suspect that the community’s 
resilience will suffer from this. In particular J. Schumpeter, in his 
Capitalism^ Socialism and Democracy (1943), voiced the supposi¬ 
tion that the modern concerns, run by managers with a certain 
tendency towards a humane but bureaucratic company policy, 
would radically change society. Dynamism is disappearing with 
the old-style entrepreneur. This might, in Schumpeter's view, 
even be one of the causes of the downfall of capitalism! 

Now this seems to me to be a wrong view, for various reasons. 
In the first place the change in structure that created the modem 
manager has not proceeded so far that the old entrepreneur has 
disappeared. The personal business is still with us and is con¬ 
tinuing to make its contribution to growth. 

In addition there is no evidence that the big concerns hamper 
growth. On the contrary, they have institutionalized it, and offer 
capitalism new chances. The industrial giants spend huge sums 
on research (so that the progress of technology is no longer the 
work of individuals, but of teams); if necessary they take enor¬ 
mous risks, and are able to plan long-term investments. They are 
also capable of a progressive policy towards their workers. More¬ 
over, they have seen their way to infusing every section of their 
concerns with the ideology of expansion and productivity. W. J. 
Baumol in particular has drawn attention to the latter. In his 
opinion expansion is given greater priority by the concerns than 
profit, if that is true, the structural change in industo' leading to 
larger industrial units is making a positive contribution to growth. 

And in fact the figures bear out the optimists. As remarked 
above, the growth percentages of the national product for the 
1950s and 1960s are at a higher level than ever before. Figures of 
about 5 per cent were quite ordinary in Western Europe; West 
Germany and Italy even displayed 7 per cent, and .lapan managed 
to achieve 10 per cent. The fact that the growth rate in the United 
States in the 1950s was rather on the low side (on average 3 per 
cent) is definitely not due to bureaucratization of the concerns, 
but to a combination of restraints: both Harrod-Domar effects 
and disequilibria between sectors, and specifically the failure of 
new sections of industry with a good grow'th potential to put in a 
sufficiently fast appearance and a lagging of the tertiary sector 
behind what was required. In the 1960s the growth percentages 
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in the United States rose to above 4 per cent. Nowadays it is 
more often in Britain that growth leaves much to be desired. 
Probably the reason for this resides in inadequate technical re¬ 
newal, while at the same time exports are inhibited by too high a 
cost level. The quality of new machinery, trade union attitudes, 
the failure of incomes policy, the high rate of exchange of sterling 
~ all these factors contribute to the present problems of the 
British economy. The awkward balance of payments situation pre¬ 
vents a vigorous growth policy. The last word has not been spoken 
about an exact diagnosis of these obstacles to a satisfactory rate 
of economic expansion. This too shows that growth still poses 
many unsolved questions. 

6 THE DANGERS OF GROWTH 

Can production keep on rising? At first sight it can, because the 
formation of capital continues, technology makes ever-further 
strides, new products continue to appear and human needs tend 
to adjust to a greater supply of goods and services. And yet some 
economists already pointed at a very early date to the possi¬ 
bility of a certain saturation and to the desirability of an austere 
life. In his Principles of Political Economy (1848) John Stuart 
Mill advocated a stationary situation, within which distribution 
ought to be improved and people should devote more energy to 
pleasures of the mind. Mill regarded industrial growth as a 
passing phase, necessary for reaching a certain level of pros¬ 
perity; thereafter the passionate cry of ‘more, more’ would have 
to be stilled. Similar recommendations may also be found in 
Keynes (Essays in Persuasion^ 1931) and in J. K. Galbraith {The 
Affluent Society, 1958). So it is not true that economists have 
venerated growth as a kind of sacred cow. But it is correct to say 
that many of my professional colleagues are alive to the scarcity 
that still exists on essential points; they believe that this can be 
alleviated by economic growth. More and better housing, better 
medical care, more education - everyone really wants these. And 
in the developing countries an increase in production is vital - 
everyone knows that. 

But there is a hitch here. The production and consumption ol 
most goods entail waste, and this is beginning to accumulate. In 
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part it is decomposed by nature, but in part this by-product is 
poisoning the natural environment. It is precisely the poisonous 
forms of waste, such as mercury, residual DDT, chlorine and 
radioactivity (a by-product of the generation of atomic energy), 
that are increasing with particular rapidity. Biologists and nature- 
lovers have long been warning us of the great dangers that this 
entails for man. Above all, they have pointed to the vulner¬ 
ability of the food chains. An alarming vision of the near future 
may be found for instance in Rachel Carson’s Silent Spring 
(1962), in which the great extinction is evocatively described. 

Economists have in the main reacted to these problems as 
follows: harm to the environment forms a cost factor which 
unfortunately is not reflected in the price of the product. This is 
called an ‘external effect', and it is a fault of the price mechanism 
that it makes no allowance for these effects. As a result the volume 
of production of such pollutants is too great. Price determination 
should be corrected by the government; a tax must be imposed 
on the injurious product equal to the harm done to the environ¬ 
ment. This creates an incentive to replace the polluting product 
by a clean one. The engineers will also perfect air and water 
treatment plants. If the corrected price mechanism does not form 
a sufficient incentive, the government will have directly to order 
treatment or ban production. Industry will then certainly start 
searching for new techniques, and human inventiveness will put 
development back on the right track. 

This belief in the corrective effect of substitutions and new 
technologies was seriously undermined in the sixties. In the first 
place, governments proved extremely lax in taxing external 
effects; they allowed huge quantities of poison to be dumped into 
the sea and emitted into the atmosphere. Physical prohibitions, 
too, have been maintained most inadequately. Even in emergen¬ 
cies such as those created by smog, governments continue to play 
a waiting game. In the second place heavy taxes on sp)ecific 
pollutants proved barely to check the latter’s growth; an example 
is the motor car and petrol. In the third place the suspicion is 
growing that substitutions are not an adequate remedy, because 
nearly all products have an adverse effect on the environment: 
treating plants must first be built, and moreover demand 
energy; the production of energy is one of the big polluters. The 
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same applies to the recovery of metals from waste (for instance 
the dangerous mercury); this recycling also calls for equipment 
and a great deal of energy. The production of energy presents 
particularly frightening problems: the heating of the i ^rnosphere 
and water, and the radioactive waste of nuclear power plants h 
the fourth place it is feared that, even if industry and governnicnf 
follow a faultless policy, this does not in itself offer a guarantee 
against disasters, e.g. in the transporting of injurious and 
poisonous substances. A number of accidents with oil tankers 
have nurtured this fear For this reason alone an exponential 
growth in pollution is to be expected! And in the fifth place we 
are still saddled with worldwide population growth, which even 
with constant per capita production still results in an increasing 
burden on the environment. 

Under the influence of these ideas and of the highly progressive 
pollution of air and water, pessimism about growth increased in 
the sixties. The stench and the decay, the dead fish and the 
undrinkable drinking water have naturally received considerable 
publicity. Minor or major catastrophes are regular occurrences. 
During the past few years disquiet has become universal. Economic 
growth, which used to be welcomed as beneficent, has increas¬ 
ingly come to be regarded as a threat to life on earth. 

The worries on this score have been spelled out by a number 
of economists, including E. J. Mishan. In The Costs of Economic 
Growth (1967) he advocates an exact calculation of national 
income, in which the losses of natural environment and human 
lives (for instance in road accidents) are deducted as costs. His 
argument is that such a calculation will demonstrate that the 
costs of growth are higher than the proceeds, in other words that 
in the West today no real economic growth still occurs. His 
argument has sometimes been challenged, but since the calcula¬ 
tion of the external effects has never in fact been performed, the 
discussion has remained rather inconclusive. Attempts to express 
harm to the environment and the costs of traffic jams and road 
accidents in terms of money have since been undertaken, but 
they have not yet proved a success. One may even doubt whether 
the extinction of certain birds can ever be expressed in money 
terms -1 don’t think it can be done - and when one human life 
is lost, economists must confess that their figures are falling 
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short of reality. Consequently we do not know for sure whether 
an increase in prosperity is still going on in Western countries. 
Personally I believe it is, but at the same time I do not think that 
this will be the case much longer, unless we radically change our 
production and consumption habits. 

Growth pessimism was given a tremendous boost by the 
publications of a couple of research scientists of the Massa¬ 
chusetts Institute of Technology, J. W. Forrester and D. L. 
Meadows. The former devised in his World Dynamics (1971) a 
model that investigates the interplay of a number of highly 
aggregated variables, viz. world population, industrial world 
production, the food supply, pollution and the natural resources 
still remaining. This model has been further elaborated by 
Meadows, and in particular his report The Limits to Growth 
(1972), commissioned by a number of alarmed industrialists and 
bankers (the Club of Rome), has made a deep impression. It 
acquired enormous publicity and has probably formed a turning 
point in thought on the future of mankind. 

The basic idea in the work of Forrester and Meadows is 
simply that continued growth leads to infinite quantities that 
just do not fit into a finite world. The remarkable result of such 
processes was already discovered by the king who promised the 
inventor of chess a reward of one grain of corn on the first 
square on the board, two on the second, four on the third, etc. 
There was not enough com in the whole country to reach the 
sixty-fourth square. At a growth rate of 4 per cent production 
doubles within twenty years - the earth cannot keep that up for 
centuries to come. 

This basic idea has been elaborated into a complicated model 
which cannot easily be described in equation form but must 
preferably be dealt with by the computer. This is because the 
many relations between the different variables are not rectilinear; 
the multipliers in question depend on the level of the variables. 
Take for instance the state of affairs in the oceans; it is not just 
that more mercury, more DDT, more radioactive waste result in 
proportionally higher pollution. For, as the oceans are in¬ 
creasingly poisoned, the absorptive capacity of the sea will 
decrease; the period within which decomposable substances 
become harmless lengthens as pollution grows. This lengthening 
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of the pollution absorption time (‘Polat’) gives a curWi/near 
relation between pollution and production. That is not just a 
complication for the model; at the same time it forms a deadly 
threat to life in the ocean and thus ultimately to human life on 
earth. 

The result of Forrester and Meadows* model is particularly 
alarming. As the population grows it will be possible to produce 
sufficient food only if tremendous quantities of artificial fertil¬ 
izers and insecticides are used that strongly attack the environ¬ 
ment. Moreoever, natural resources (mercury, oil, natural gas) 
are becoming exhausted. If in addition industrial production 
should continue to rise, that too will, according to the model, 
give rise to catastrophic pollution. A shortage of food occurs, 
the factories can no longer operate for lack of oil, anyone who 
falls in the water becomes ill, and babies are malformed by 
radioactivity. It is possible to postpone these disasters, but if the 
population is allowed to increase unchecked, this means that the 
blow is all the harder when it comes. The MIT scientists have 
not made one particular prediction, but have worked out a very 
large number of possibilities, strategic variables being changed in 
each case. The actual time of the ultimate catastrophe proves to 
be fairly insensitive to such changes, unless they all occur at 
once. Depending on the assumptions, a pronounced decline of 
prosperity will be enforced within a period varying between 50 
and 100 years. To put it in another way, if we go on like this, 
somewhere in the twenty-first century the light will go out and 
the new famine stalk the land. 

But the authors do not believe that these disasters are inevit¬ 
able. They do, however, warn that partial solutions will not help. 
Both capital formation and population growth will have to be 
checked, and even entirely stopped. This conclusion is, however, 
practically on a par with the inevitability of great di.sasters, if 
only because it excludes for the developing countries any prospect 
of a substantial rise in their standard of living. They will have to 
choose between continuing famine and disastrous pollution of 
the oceans, above all because so far it has proved practically 
impossible to check population growth in the developing coun¬ 
tries, let alone stop it. 
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The calculations of Forrester and Meadows are easy to criti¬ 
cize. Thus it is clear that their variables are too ‘big’; the whole 
world is compressed into a few quantities. The measurements are 
extremely sketchy - a variable like ‘pollution’ (worldwide pollu¬ 
tion!) can hardly be reproduced in one measurable quantity. 
Meadows had to guess about the behaviour of the Polat (see the 
preceding page). Some have disposed of the calculation as; 
‘garbage in, garbage out’. Worse still, this model makes no 
distinction between polluting and barely polluting production; 
feedbacks from pollution and exhaustion to production methods 
are conspicuously absent from their model. By introducing a 
new clean-up technology much kinder results could be achieved. 
The model has been violently attacked on the latter point in 
particular. A biting critic in The Economist speaks of ‘The Limits 
of Misunderstanding’. But others have made an article of faith 
of the new doomsday philosophy. 

The discussion on this matter will not be easily concluded. 
There is considerable uncertainty about the real value of the 
calculations. But that does not alter the fact that they contain a 
serious warning. There is no doubt that the climate of growth 
theory at the beginning of the seventies is quite different from 
that in the preceding decades. The theory will have to devote 
more attention to the influence of technology - whether it is 
favourable or not, and that is not an easy question for economists. 
Perhaps, too, we shall have to put more stress on the idea of 
balanced growth, as discussed above; a constant relation between 
capital and production, preferably linked with a zero population 
growth. The increase in prosperity which still remains proceeds 
fully from technical progress, and this will have to be directed 
as much as possible to cleaner products and to less waste of raw 
materials subject to rapid exhaustion. This theoretical idea is not 
a new one, but it will have to be further elaborated. And in 
addition a number of calculations of national income will have 
to be revised; that too is not revolutionary, though it will cost a 
few headaches. 

Meanwhile the really big problems of the deliberate retarda¬ 
tion of growth reside not in the building of new models, but in 
policy. Our whole society is geared to more: more goods and 
services, more comfort, more prosperity. That endeavour is not 
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only an integral part of business, but al^ of the unions, the 
nressure groups, households, individuals. Even those who critj. 
clze growth often still have a few special wishes; for more 
education or better medical care, for instance, though these too 
are forms of economic growth. It is not easy to imagine ho\v all 
this can be changed. We shall return to this predicament in 


section 4 ot Chapter X-ll. 
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Fitting the Jigsaw Together 


I TEN EQUATIONS 

up to now our reasoning has run as follows. We were looking for 
the factors that determine the national income and which at the 
same time give the size of other important macro-economic 
quantities, such as consumption, investments, taxes, prices, 
wages, imports, and exports. To trace the new and the old 
theories on these relations we first outlined classical theory: 
national income depends on the productivity of labour, and price 
relationships attend to the general equilibrium. Then we dealt 
with Keynesian theory: national income depends on total 
expenditure. Macro-economic equilibrium is established by the 
‘multiplier’, i.e. by a change in the national income itself. We 
illustrated this approach by a model which contained only three 
equations (the consumption function, the investment function, 
and the income equation T = C + /). We found that both 
Keynesian and classical theory could be illustrated by this model. 
We then put it in graphical form, and from this graph not only 
the national income but also employment emerged (after a further 
factor, the productivity of labour, had been added). 

But this model was too simple. Though it contains the key 
features of macro-economics, it is insufficiently realistic. We then 
discussed international trade, public finance, prices, and wages 
separately. A chapter was also devoted to the part played by 
money - a subtle and rather controversial topic. Finally it was 
the turn of economic growth. We have thus separately considered 
a number of problems by means of the Neo-Keynesian doctrine, 
but in fact these things are closely inter-related. It is now time to 
fit these parts into a whole. We shall do this by means of a model 
of the same kind as the one described in Chapter IV; the only 
dilference is that it is more extensive. It is more or less true that 
every chapter of this book so far yields one or more equations. 

The equations are given below in words, not in symbols. The 
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advantage is obvious; the model does not look as frightening. 
The disadvantage is that a somewhat larger area of paper is 
covered and also that it cannot be immediately seen whether one 
quantity influences another quantity positively or negatively. In 
mathematical notation this is apparent from the sign of the 
regression coefficient. To rectify this, the sign is given in brackets 
behind every quantity. Plus means that an increase in the variable 
leads to an increase in the dependent variable; minus means the 
opposite. The exact relationship between quantities (e.g. propor¬ 
tionality) is left open, except in a few special cases where we are 
obviously concerned with addition, division, etc. Here are the 
equations, ten in all. 

1. Th(' national money income is the sum of consumption^ 
investments, exports, and government expenditure minus imports. 
This is the fundamental income equation. It corresponds to a 
point on the 45” line in the graph of Chapter iv. 

2. The real national income depends on the stock of capital 
goods and the amount of labour employed. This is the production 
function, which links inputs to outputs. Classical theory reads 
the equation from right to left (full employment is given and, 
together with capital, determines total output); Keynesian theory 
reads it from left to right; real national income is given from the 
quotient of national income and prices; employment follows 
from this but of course has a maximum value. Given the pro¬ 
duction function and the level of production, labour productivity 
is fixed. 

3. Consumption depends on the national income (-f), the 
distribution of income (-f), the quantity of money in the hands of 
the households (+ ), and {personal) taxes (—). This is a consump¬ 
tion function. The form which we have given it indicates that we 
regard the quantity of money as a factor causing temporary 
aberrations of the propensity to consume. Another form, which 
would probably be more highly appreciated by the proponents 
of the old money theory, is this: Consumption depends on the 
quantity of money (+). This seems to imply that there is no such 
thing as a ‘normal’ propensity to consume; it readily conforms 
to the quantity of money in circulation. This goes too far for me; 
I consider it too un-Keynesian. But anyone who wants to can 
interpret matters in this way. Many other variables might be 
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introduced; for instance the growth of the national income (as 
distinguished from its level), demographic factors, and so on. 

4. Investments depend on the stock of capital goods (—), the 
growth of the national income (4-), profits (4-), the quantity of 
liquid assets in the hands of the entrepreneurs (+), and {business) 
taxes {—). This, then, is a kind of flexible accelerator supple¬ 
mented by elements of profit theory and of monetary theory. 
Allowance has also been made for the influence of taxes, an 
influence which still causes many a problem. Furthermore, savings 
could also be included as separate variables, as a further con¬ 
cession to classical theory. The rate of interest, too, might be 
included. We discussed this complicated and as yet uncertain 
matter in section 3 of Chapter IV. It may be that we have in¬ 
cluded too many variables in a well-intentioned attempt to 
reconcile with each other all the diflerent theories on the entre¬ 
preneurs’ investment policy. A most simple equation: / depends 
on the inflationary gap (4-). It must be left to the econometrists 
to verify what plays a part in practice and what does not. 

5. Exports depend on foreign demand (-f), the price level in 
relation to that of the competing countries (+)» and the rate of 
exchange (4-). In the export equation the significance of the price 
level comes to the fore as a determinant of the competitive position 
on foreign markets. We shall therefore have to explain this 
quantity as well presently, 

6. Imports depend on the national income (4-) and the inflationary 
gap (4-). It might be thought that the propensity to import also 
depends on the price relationships between home and abroad. 
Anyone who wants to may confidently include this price relation 
(and also the rate of exchange) in the import equation. Often it 
will not mean much in the whole interplay of factors, but you 
never know. 

7. Tax revenue depends on the national income (+) and on the 
tax rate fixed by the politicians (+). This equation is just as 
primitive as No. 6. As we have introduced personal and business 
taxes in Nos. 2 and 3, the tax equation should be split into these 
two parts. It can be further subdivided in accordance with the 
kinds of tax: turnover taxes, import duties, income taxes. We 
shall not do so here; for our purposes these complications are 
not necessary. However, in the econometrists* practical models a 
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further subdivision is often made, the more so as good figures are 
available on this subject. 

8. Increases in the price level depend on wage increases (4-), 
increases in labour productivity (—), the import price level (+) 
and the degree of competition (—) and the inflationary gap (4). 
This price equation is a summary of the chapter on price 
theory. It will without a doubt incur the displeasure of the 
econometrists, since the degree of competition which appears 
in it is extremely difficult to measure. Well then, they will just 
have to leave this out. The equation lends itself easily to being 
split. 

9. Wage increases depend on the inflationary gap (4), increases 
in labour productivity (4), and price increases (4). 

10. The inflationary gap depends on the actual national money 
income (4) and the national money income which corresponds to full 
employment ( —). The latter can be read off from equation no. 2, 
The gap may be positive or negative. This variable is important 
not only for its own sake, but also because it appears in other 
equations (6, 8, 9, and perhaps 4). 

2 SOME OF THE MODEL^S PROPERTIES 

The above ten equations give part of the framework of the 
macro-economics developed in this book. Only part of it; for 
some of ^he interrelationships are omitted. For instance, the 
price and wage equations do not reflect the possibility of govern¬ 
ment intervention. The model contains no separate equation for 
the level of profits or for the distribution of income among wages, 
profits, interest and rents. The influence of production on the 
environment is not mentioned; pollution is not part of the model. 
Scarcity of inelastic supplies and thus depletion of strategic 
resources like mercury, aluminium, oil and natural gas are left 
out. If the reader thinks this inadmissible he is invited to supply 
the equations himself. It is an open system. 

If you take the trouble to count the variables of our ten 
equations you will probably see that there are twenty-seven. 
Of these, ten are determined by the system and seventeen are 
given. The choice of these numbers is arbitrary. We might have 
written down eleven equations on the basis of exactly the 
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same reasoning, for instance by writing down a fairly obvious 
equation like: unemployment equals the dilfference between 
the potential and the actual working population, or by 
adding a complicated growth equation. The preceding chapters 
might easily lead to twenty-five equations. But ten is a round 
figure. 

It has already been pointed out that the division of the variables 
into ‘given’ and ‘to be found’ determines the logical form of the 
theory. It is therefore useful to investigate which propjerties and 
characteristics of economic life we have assumed as given, and 
which we have ‘explained’ by the model. 

For this purpose we divide the given properties and char¬ 
acteristics into five groups. The first group relates to the working 
population, the stock of capital goods, and the natural resources 
of the country in question. These quantities pop up at various 
places in the model, explicitly or implicitly. The stock of capital 
goods influences production, the productive capacity, in conjunc¬ 
tion with the movement of sales, determines the profit margin; 
the working population, in conjunction with employment, deter¬ 
mines unemployment. But, above all, these quantities together 
determine one of the strategic factors of the model: the producti¬ 
vity of labour. No separate equation has been included for this 
quantity. One could have been, for productivity depends among 
other things on the development of production. But that would 
have got us into awkward complications, which should be 
avoided in a book aiming at simplicity. However, the productivity 
of labour has been included as a variable determining another 
quantity - prices. And finally it must not be forgotten that the 
productivity of labour is the fundamental factor in the overall 
productive capacity per head of the population. 

The second group of given quantities from which our model 
proceeds concerns the relations between the national economy 
and other countries. They are the foreign demand for goods pro¬ 
duced by the national economy, the foreign competitors’ price 
level, the import price level (and also the rate of exchange, but 
this belongs in group No. 5). A country is unable to influence 
these quantities; only the rate of exchange is subject to its own 
government’s policy. These data influence exports (and thus 
employment, the creation of income, consumption, and in- 
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vestment at home). Import prices have been introduced becauss 
they help to determine the price level of a country. For some 
countries these external data are of vital importance. 

The third group of data has a monetary character: the quantity 
of money in the hands of the consumers and the quantity of money 
in the hands of the entrepreneurs. We shall leave open the 
possibility of these monetary factors influencing consumption 
and investment, although this certainly does not mean that we 
are returning to the view that these quantities of money are 
really strategic factors in economic life. For the earned income 
which people have available is more important than the supply of 
money. The cash holdings present are more incidental factors, 
which in an unstable situation make their effect felt, but which 
normally play no other role than the oil which makes a machine 
run without too much friction. 

The fourth group of given quantities is formed by the degree 
of competition and the profits resulting from this. These factors 
are important to the development of prices and to the distri¬ 
bution of income. Via these two elements they also influence the 
general wage level, as we saw in the chapter on wages. 

The fifth group of given variables has a political character: 
the level of government expenditure, the tax rate, and the 
rate of exchange. These are typical ‘instrument variables’ (see 
below). 

By means of these five groups of quantities and the ten equa¬ 
tions the system is determined. The model ensures that the 
national income (and the growth thereof), employment, con¬ 
sumption, investments, taxes, imports, and exports, and also 
the wage and price level, are all represented. These ten quantities 
are linked together by regression coefficients. How? That is 
something which cannot be explained in a few words. The reader 
must re-read the preceding chapters: the best way is to have 
another look at the graph which depicts the heart of the Key¬ 
nesian theory, and then to remember that this graph has to be 
supplemented by the Keynesian theory of the balance of payments 
and the government budget. In each instance the national 
income ensures that an equilibrium occurs between inflationary 
and deflationary components, and that savings, imports, and taxes 
together keep investments, exports, and government expenditure 
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in balance. In this interplay the determination of prices and 
wages can also be incorporated. One of these regression coeffi¬ 
cients deserves special mention, because it is the most typical 
Keynesian one: the marginal propensity to consume (equation 
No. 3). But there are many more. 

It has already emerged from the preceding observations that 
the macro-economic theory defended here is by no means re¬ 
garded as a perfect system that must be considered the ultimate 
in economic science and that can only be admired. Numerous 
relations have merely been touched upon. We have slurred over 
important problems. On various points a certain course has been 
adopted, whilst another course might just as well have been 
followed. This theory is still in full development, and the view 
given of the present state of affairs is subjective and open to 
many kinds of criticism. It may be useful to examine a few aspects 
of these different alternatives somewhat more closely. 

Ideas may differ on the most desirable way of detailing the 
system. We started with three equations and have now advanced 
to ten. That is still a rather small number; we are therefore 
working with a simple theory as yet. On many points further 
specification is possible, as a result of which the number of 
equations increases. Reference has already been made to the 
possibility of stating more precisely the factors determining tax 
revenue by treating the different kinds of taxes separately. But 
the influence of taxes on C and / can also be more closely 
analysed. A first step in this direction is to write consumption 
not as a function of Y but as a function of T — 7^, where 
represents the amount of direct taxes contributed by the house¬ 
holds. 

A further possibility of making the model fuller and therefore 
more realistic is offered by the influence which the distribution 
of income has on the propensity to consume. A more uniform 
distribution of income (levelling out) leads to a higher relation 
between consumption and national income ~ Hobson was already 
aware of this fifty years ago (see Chapter IX). Some kind of 
measurable index for this was included in the consumption 
function. But it is also possible to draw up separate relations which 
describe the distribution of income. For instance, total wage 
income may be specified (whereby the effect of social insurance 
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and incomes paid over in a special manner, such as old age 
pensions, can be brought into the model). The level of prohts can 
be explained, too. All of this is illuminating also when conside^d 
by itself; apart from its effect on consumption the distribution 
of the national income is an interesting and sometimes hotly 
debated matter, which plays a very considerable role in political 
differences of opinion. 

In other ways, too, the number of equations can be enormously 
increased. Consumption goods can be divided into durables and 
non-durables; sales of the former depend especially on the rise 
in incomes and the (expected) rise in prices. Investments can be 
divided into investments which depend greatly on sales and others 
which are less dependent (autonomous investments). Investment 
in stocks of goods (final goods or materials) may also be intro¬ 
duced. The price equation can be divided into a number of 
equations for separate price levels: consumer goods, investment 
goods, export goods. Government expenditure is susceptible to 
further analysis: investments, other material expenditure, salaries, 
transfer expenditure. These components have different effects on 
the macro-economic situation. Imports can also be subdivided: 
imports for direct consumption, for investment, for stockpiling. 
In that case we do not have one propensity to import, but a 
number of partial propensities. Further, separate equations can 
be inserted for special sectors of the national economy, such as 
agriculture or the automobile industry, which occupy a special 
position. 

If the latter method is followed, and separate sectors are repre¬ 
sented by separate equations, the number of possibilities of further 
specification of the model becomes enormous. For in principle it 
is possible to examine every branch of industry separately. At the 
same time the relations between the various branches of industry 
are then spotlighted. The chemical industry supplies agriculture, 
and the engineering industry supplies the chemical industry. 
Shipbuilding buys products from the electrical sector, and the 
coal mines supply just about everybody. This network of rela¬ 
tions can be depicted only by highly complicated models. W. 
Leontief was the great pioneer in this field.* Now a school of 
highly trained econometrists tackles these problems. This ‘input- 
* The Structure of the American Economy, 1943, 
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output analysis’ can with something of an effort be regarded as a 
detailing of a Neo-Keynesian model, but in actual fact it is some¬ 
thing quite different. The strategic relations which we have in 
mind are swallowed up in the interaction of the branches of 
industry. Input-output analysis greatly enhances our insight into 
inter-industrial flows of goods, but it obscures our understand¬ 
ing of the typically Keynesian relations which form the subject of 
this book. 

Somewhere between the extremes of oversimplification and 
overdetailing lies a usable model. Ours has 10 equations; 
the one used by the Netherlands Central Planning Bureau- 
we shall come back to this - has about 50. No mean number, 
but much larger systems have been devised. A lot depends 
on what the model-builder is aiming at. A few comments on 
this follow. 


3* WHAT DO WE DO WITH THE MODEL? 

There may be various reasons for drawing up a model. The most 
obvious objective is to summarize economic relations. The 
quantities which influence each other are assembled in a con¬ 
venient manner, and moreover in a manner which in principle 
expresses the quantitative nature of these relations. Even if no 
further efforts are made to look for really statistical relations, 
there has been a gain: the theory has been made concrete. One 
can easily see on which points one disagrees with the author. 
Weak links in the reasoning stick out like a sore thumb. In the 
above model, income distribution (the level of profits) has been 
treated scantily. This can be seen within five minutes. The rate 
of interest is missing. And so on. 

A model can serve other purposes. For instance, it can be used 
to describe a process. Changes in one quantity evoke changes in 
other variables in a following period. This propagation can be 
examined by means of the model, even if the intensity of the 
relations is not known exactly. We have to introduce certain 
‘lags and leads’ between the variables. In this way we can get an 
impression of the stability of the system. It is, however, true that 

231 



MODERN ECONOMICS 


definitive results cannot be arrived at like this. For the movements 
of economic quantities depend above alJ on the intensity of the 
reactions. We saw this quite clearly when we examined the effect 
of wage changes on employment. It applies in all cases where 
various effects clash. 

An important step in model-building is quantification. 7’his 
means determining the regression coefficients which represent the 
degree of influence. This is characteristically the work of the 
econometrist. He will start from the statistical material couched 
in the form of time series. To this he applies the correlation cal¬ 
culation, which establishes the equations. A particular difficulty 
which occurs in this technique is caused by the time-lag in the 
reactions. Consumption does not react to today's income, but 
to yesterday's. Investments need time to adjust. Taxes are de¬ 
ducted from the income of a given year, but they may already 
have influenced the decisions of an earlier year. Changes in prices 
are passed on after a delay. Wage adjustments take time. All this 
means that the time series cannot be simply ‘placed on top of 
each other’; they must be shifted a little in time before the cor¬ 
responding quantities fit in with each other. The problem of‘lags 
and leads’ has already been discussed many times in theory - one 
speaks of dynamic and static theories, depending on whether the 
lags and leads have been incorporated in the model or not - and 
it has often simplified the description of events in time,* but it 
causes difficulties for the econometrist, since he must establish 
the time-lags between the time series in concrete before he can 
arrive at significant results. 

The correlation calculation gives a double insight. On the one 
hand the econometrist can tell us whether the theory was sound 
“ whether the model gave a proper ‘explanation’ or whether 
certain equations prove not to have had a realistic view of the 

• In a static theory, in which today and yesterday are eliminated and a 
state of equilibrium is analysed, causality is a more difficult concept than 
in a dynamic theory. In the past economics concerned itself intensively with 
statics, until it was found that dynamics is really clearer. Our explanations 
of the Keynesian theories are meant to be dynamic: first this happens, then 
that follows, and after that comes something else again. 1 am mentioning 
this because insiders may perhaps think that they detect traces of the ortho¬ 
dox Keynesian statics in me. 
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actual relation. To the extent that the econometrist encounters 
such difficulties, the theory must try and supply him with better 
equations. A model that is suitable for writing on a blackboard 
for instructive and pedagogic purposes can make an econome¬ 
trist despair - it is not inconceivable that some of our equations 
possess this disagreeable property. 

On the other hand, the econometrist lets us have the regression 
coefficients. This is a great step forward on the road to know¬ 
ledge. For these quantities tell us which factors are important and 
which are unimportant; they give the model its exact structure. 
You can look at it this way: the unquantified model makes a 
more or less orderly whole out of the chaos of possible economic 
relations. And yet this order is still far from definitive. It does not 
become so until the value of the regression coefficients is fixed. 
Some important regression coefficients of our model are the 
propensity to consume, the propensity to import, and the tax 
rate; the effect of wages on prices, and of prices on exports; the 
effect of unemployment, prices, and the productivity of labour on 
wages. And then there is the difficult question of the regression 
coefficients of the investment equation. 

With a quantitative model available the theoretician is in a 
strong position if he wants to explain the workings of the national 
economy. But explaining is only a modest aim. More ambitious 
are those who also want to forecast the course of events. 

We are now skating on thin ice. Whilst models were not in¬ 
vented to form the basis of a forecast, they are very closely 
associated with this in the minds of many econometrists. That is 
logical, too. If the regression coefficients are fixed, and therefore 
the degree of influence is given, we can investigate exactly what 
the variables will do if changes occur in the situation ‘from out¬ 
side’, for instance through economic policy, or through foreign 
markets. This means that we can derive the value which the 
variables will assume if the autonomous quantities, which are 
determined outside the model, change. 

A typical example of an autonomous quantity is that of govern¬ 
ment expenditure. It is determined politically. True, part of this 
expenditure is connected with the variables of the model - if the 
unemployed are supported by public funds, this item of expendi¬ 
ture will automatically increase if unemployment increases - but 
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to a considerabJe extent they are genuinely exogenous. This docs 
not mean that the economist does not have to concern himself 
with them - it merely means that the macro-economic mode! 
is incapable of explaining this quantity, and inserts it as given 
Now if the model offers an exact picture of reality, it can n- 
used for forecasting in the sense that the impact of a given 
change in government expenditure is correctly reproduced by 
it. 

Viewed in this way, forecasting is based on two things: the 
autonomous variables must be filled in correctly (they must there¬ 
fore be separately predicted outside the model) and the regression 
coefficients, which have been calculated from data from the past, 
must hold good. The latter does not always happen; it is the 
nightmare of every forecaster. At the same time it is the jumping- 
off point for the more clinical critics of this method. (The emo¬ 
tional criticism is a separate chapter - we shall discuss this on 
page 236.) 

It is understandable that some model-builders, impressed as they 
were by the new technique, overrated the constancy of the regres¬ 
sion coefficients. Perhaps it is also true that the discrepancies in 
these figures, considered in themselves, stay within fairly narrow 
bounds. Nevertheless they are often large enough to cause the 
precalculated results of the model to differ so much from reality 
that economic policy can hardly make progress with it. This is a 
pity, but it is not a reason for abandoning the method. For there 
is no better one, A forecaster can operate extempore, or by means 
of primitive methods of calculation; he can also use a model. If 
the model has been put together at all expertly, it works better 
than the rough calculation methods of the average practician 
- although it is definitely inferior to the intuition of a truly great 
economist, in whose brain a model of much greater refinement is 
at work. But the existence of a handful of geniuses may not 
induce us to stop making forecasting models. On the contrary, 
we must try to improve them. 

It makes a difference to the nature of the model whether the 
forecaster is thinking of a long term or a short term. Usually he 
aims at a period of one year, but sometimes his ambitions extend 
further, and he tries to look ahead ten or twenty years (as for 
instance the Australian Colin Clark, a prophet who has never 
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( been afraid of making risky extrapolations). In a short-term 
model some of the equations can be omitted. For instance, the 
Dutch Central Planning Bureau does not use a wage equation; 
the expected wage rate is an exogenous factor which is estimated 
s separately by means of the knowledge which the Bureau has of 
i current wage negotiations. 

[ A special form of the forecasting model is the decision model, 
f The idea which lies behind this, and which is the brain-child of 
' R. Frisch and J. Tinbergen, is as follows. In the explanatory 
model the basis is formed by certain data, and the model operates 
in the direction of the variables to be explained: the size of the 
national income, employment, and the like. However, the econo¬ 
metrist can also reverse this procedure. He can choose certain 
variables for which we want to assume a certain value for policy 
reasons. For instance, a government wants an unemployment 
equal to 0 (apart from seasonal and frictional unemployment). Or 
it wants a balance of payments in equilibrium (X — M — 0). Or 
it has set its heart on a stable price level. Or better still, it wants 
all three at the same time. Starting from the targets, the econo¬ 
metrist works backwards by means of the model. He operates in 
the direction of the variables which the government has under its 
control, such as the tax rate, government expenditure, the rate of 
exchange; and to a lesser extent wages and prices in some sectors 
of the economy. The values of these quantities which match the 
objectives of economic policy are calculated. Once these figures 
have been found, the econometrist advises the government to 
arrange its policy in accordance with them. So a distinction is 
made between target variables (e.g. employment, the equilibrium 
of the balance of payments, and price variations) and instrument 
variables: the exchange rate and the other quantities which can 
be influenced politically. The desired size of the instrument 
variables is the objective of the calculating technique. If the model 
is used in this way, it may form the basis for the government’s 
decisions. Such a model is called a decision model. 

It goes without saying that model-building has acquired here¬ 
with a fine task. It is, however, a task which makes stringent 
requirements of the forecasting power, i.e. of the constancy of the 
regression coefficients. The experience gained with this way of 
working is still too limited to allow of an opinion on this tech- 
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nique at the present stage. In principle it is splendid; in practice 
it is definitely still immature. But the method has just been 
discovered. Let us hope that it has a great future before it. 

4 PLANNING 

The various objectives of model-building - summarizing, ex¬ 
plaining, quantifying, forecasting, preparing decisions - merge in¬ 
to planning. It is worth while examining this activity, on which so 
many economists are at present engaged and which plays an 
important part in the economic policy of various countries. 

The word planning has an ominous ring to many, even worse 
than Keynesianism, to which it is incidentally closely related. 
This aversion is understandable. The proponents of large-scale 
and detailed government intervention have too often used this 
term to describe their endeavours. To many, planning is synony¬ 
mous with physical control of production, imports, consumption, 
and investment imposed from above. They associate the concept 
with a wartime economy, which cannot dispense with detailed 
control, with the state socialist view of society, with interference 
for its own sake, and with the political systems on the other side 
of the Iron Curtain. Planning seems to be contrary to freedom of 
production, to freedom of consumption, the choice of profession, 
or perhaps even to democracy. 

However this may be, the reader will do well to detach himself 
from these mental associations if he wishes to understand what 
Western countries mean by planning. Planning might be described 
as macro-economic management. Certainly it involves govern¬ 
ment intervention - but not necessarily detailed interference 
with the decisions of entrepreneurs and consumers; the interven¬ 
tion may be indirect, almost unnoticeable, viz. via the circulation 
of incomes and expenditure. It is performed on a basis of macro- 
economic insight and it has macro-economic objectives: a free, 
balanced society, in which full employment, stable prices, a 
satisfactory relation between imports and exports, and a reason¬ 
able growth rate lead to the greatest possible prosperity. Other 
aims can also be pursued, too. An equitable distribution of in¬ 
come can be fostered simultaneously with a balanced economy 
by fiscal policy, wage and price policy. Social insurance also has 
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both a distributive and a demand aspect. Equilibrium and growth 
are also interrelated; for a well-balanced demand forms the best 
foundation for investment, and investment (in capital goods and 
in labour) forms the main road to economic progress. The (un¬ 
solved) problem of the 1950s was how to combine growth with 
stable prices. 

All these objectives together are served by planning, although 
in practice it would be better to avoid the word. Let us briefly 
examine its technique. 

The starting-point is formed by the demand situation of the 
preceding year. The data on the national income and its compo¬ 
nents are collected, together with the necessary information on 
prices and wages. The relations are examined by means of the 
model. It is investigated whether the macro-economic situation 
satisfies the requirements made by economic policy. This part 
of the technique of planning should be regarded as writing history; 
it could also be done withouteconometric method. Nor is the model 
indispensable; it is useful for marshalling one’s thoughts and 
stating relations precisely, but it could be done without. The situa¬ 
tion changes if one leaves the safe refuge of the past and casts a 
glance into the future. Then the model ~ i.e. the constancy of the 
relations between the quantities - has to come to one’s aid. And 
so the planner forecasts the economic situation that will in all 
probability occur in the coming year. In making this forecast he 
takes as his basis a given government policy. He deliberately 
leaves out of consideration those changes of policy which could 
be directed towards intentional influencing of economic activity. 
In this way the planner, on the strength of his calculations, arrives 
at a forecast of the coming year. This forecast is then critically 
examined in the light of the government’s objectives. Perhaps it 
reveals undesirable things: unemployment, or a rise in prices, or 
a deficit on the balance of payments, or insufficient investment to 
guarantee reasonable growth. Alongside this forecast a picture is 
laid which does not display these undesirable traits. This is the 
plan. If it is a good one, it is characterized by the realization of a 
number of objectives which democracy sets for economic life. 
The planner now has two possible situations side by side: the 
forecast and the plan. The discrepancies between the two must if 
possible be eliminated by economic policy. On the basis of this 
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the planner draws up a number of policy proposals, usually in 
the form of alternatives, which are then submitted to the govern* 
went. In this sense he is the government’s adviser. It is as well 
to realize that in Western countries he does not have any inde- 
pendent powers, and is in no way able to Jay the law down to 
business. 

To make this procedure clearer, let us fall back on a character¬ 
istic example of the planner s work. In Chapter IV we saw how 
C -f /can assume an eQuilibrium value — the False FQuilibrium — 
at which this quantity fails to create a sufficiently large national 
income to produce full employment. Let us suppose that the fore¬ 
cast displays this False Equilibrium. Then it is at once clear what 
has to be done: the expected discrepancy between C + / and the 
full employment position must be made to disappear. We have 
labelled this discrepancy a deflationary gap. The policy measures 
that the planning bureau puts forward for the government’s 
consideration are then aimed at eliminating this gap; they entail 
an expansion of expenditure. The alternatives are a tax cut, an 
increase in government expenditure, in brief Functional Finance, 
supported by measures in the field of monetary policy, prices, 
and wages. In the opposite situation restriction of expenditure, 
in whatsoever form, is the underlying theme of the recommend¬ 
ation. 

Now this example is taken from too simple a model. Under¬ 
expenditure is not so much a deficiency in C 4- / as one in 
C4-/-f A'-l-G — M. Asa result of this, the alternative policies 
become much more complicated. Besides the manipulation of 
public finance, measures for promoting X are put forward: price 
policy, possibly devaluation. Special measures for increasing / may 
be considered: government support for large-scale projects which 
demand teamwork from business and government or investment 
incentives in the depressed regions. Housing can also play a part 
in these alternatives. Consumption can be expanded by pure 
suggestion: ‘Buy’, said President Eisenhower in 1958. Special 
sectors may be stimulated by special facilities (the French 
system). The effects of all these measures can be verified. For this 
purpose the decision model is called in. In more highly developed 
planning, therefore, all the techniques of modern macro-econo¬ 
mics have full play. 
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Making a well-thought-out plan has a further function, which 
deserves separate mention. The planner gets most of the objectives 
of economic policy presented to him on a platter by the govern¬ 
ment. It tells him Just how much unemployment it can tolerate; 
it explains that it would like to see a certain increase in foreign 
! exchange holdings, so that a surplus of X over M is desirable; 
it informs him that it intends to expand social insurance by pro¬ 
visions for widows and orphans, for instance; it states a certain 
growth figure (e.g. 4 per cent). The planner takes due note of all 
this, but he does not remain entirely passive towards these wishes. 
He also evaluates them. Some policy proposals seem fine until 
they are examined more closely. This is particularly the case 
when they overestimate economic possibilities. Nobody can see 
that as well as the planner, for his model shows it. It is then his 
task to warn the government against the overstrained situation 
which it is in danger of summoning up. 

A special warning is called for when objectives are listed which 
are incompatible with one another. The politician is sometimes 
inclined to do this. We have had very clear examples of this in 
the Netherlands. In the years after the Liberation one political 
party used the attractive slogan: higher wages, lower prices. This 
is possible. If the government is prepared to subsidize production 
and levies high taxes to make up for this expenditure, the two 
objectives can be reconciled with each other for a short time. But 
the high taxes that are the result would encounter difficulties. 
That means increasing expenditure, which leads to a rise in prices. 
In the long run, therefore, ‘higher wages, lower prices^ would 
have been a certain path to inflation. The two objectives would 
have proved incompatible over a longer period. A more recent 
example is the frequently-heard wish for tax cuts, combined with 
better salaries for various groups of workers and civil servants, 
more money for road-building, a real attempt to solve the housing 
problem, slum clearance, education. In themselves both objectives 
- an increase in G and a reduction of t — can if necessary be re¬ 
conciled with each other. But in an already slightly inflationary 
situation this does not fit in with a stable price level, a balance 
of payments in equilibrium, a peaceful labour market, a healthy 
economy. In the framework of economic policy as a whole, they 
are inconsistent objectives, which can be put forward only by an 
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irresponsible opposition, not by a government. A very special 
task of the planner is to consider the compatibility of desiderata. 
The model can help him very much indeed ki this. The planner 
and his model therefore form the government’s economic con¬ 
science. Is the voice of conscience heard among the political 
hubbub ? This is a question for Chapter XII. 

The technique of planning has been generally adopted in most 
western countries. Especially in the Scandinavian countries, the 
Netherlands, Britain, and the United States, much work is being 
done along these lines. There are differences in scientific set-up, 
in technique, in detail work, and above all in official and political 
organization. In the Netherlands the official planning body is the 
Central Planning Bureau, which was instituted by law after the 
Second World War. It is a public office which publishes every 
year a Central Economic Plan drawn up along the lines mentioned 
above. The work is very much under the influence of the man who 
was the Bureau’s director for the first ten years: Jan Tinbergen, 
one of the inventors of modern model-building, whose pioneering 
ideas have already been referred to repeatedly above. As is 
only to be expected, planning had at first an experimental 
character, but gradually it has been possible to note a certain 
consolidation. 

In the United States planning is the work of the Council of 
Economic Advisers, a body of three men who advise the President 
on economic policy. The aims of this group are in no sense 
arbitrary; the set-up is regulated by the Employment Act of 1946, 
in which ‘maximum employment, production, and purchasing 
power’ were defined as the main aims of economic policy. 
Besides this official body a number of non-official bureaux work 
in the United States, of which the Cowles Commission for 
Research in Economics must be mentioned -* a group of highly 
sophisticated thinkers who concern themselves with the theoreti¬ 
cal side of research. In Britain the official planners are an anony¬ 
mous part of the Civil Service, and in particular of the Treasury. 
They make less use of a formal model than we do in the Nether¬ 
lands, although, with the setting up of the National Economic 
Development Council, this is beginning to change. 

And so, throughout the free world, an increase may be noted in 
the influence of economic theory on economic policy. This can 
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only be to the benefit of economic steersmanship: it operates in 
the direction of a growing rationalization of thought, as a supple¬ 
ment to, and prop of, statesmanship, which should always remain 
the principal factor in policy. Unfortunately, we are still far away 
from an ideal situation. The opposition and the checks, the 
prejudices and the misconceptions are still widespread. This will 
be further discussed on page 250. 

5 QUANTIFICATION 

In contrast with purely theoretical economics, which often makes 
up its numerical examples, econometrics has to fall back on 
measurements. Statistics form the indispensable basis for model¬ 
building. Data must be collected on the expenditure components, 
on prices, volumes of production, employment, the balance of 
payments. Quite a job with the ever-present danger that the 
observed data will leave something to be desired in completeness 
or in accuracy. Many statistics lack the exactness which is a pre¬ 
requisite of proper quantification of a model. 

There is, however, one consolation. As the statistician takes 
on more and more and therefore has a more difficult time of it - 
he encounters an unexpected advantage. He discovers that his 
data often allow him to approach one and the same quantity 
from different angles. Think of employment, in itself a complex 
and somewhat intangible quantity. It is susceptible to direct 
though usually incomplete observation, for instance by making 
inquiries among business firms. This method is therefore some¬ 
times followed. But, with the advent of social insurance, figures 
are also known on the number of insured workers. And then the 
statistician has available the figure for the total proceeds of wage 
taxes. Moreover, the unemployed are registered with the appro¬ 
priate bodies, whilst the working population, i.e. the sum of 
employment and unemployment, is approximately known from 
censuses. All these data can be compared with each other. The 
inaccuracies of the one approach are compensated by those of 
the other. 

The same check can be applied to a large number of macro- 
economic phenomena. This is the result of the quantities’ inter¬ 
dependence. As regards production, technical data are known 
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from the firms and sales figures from the trade and tax data 
(purchase tax). Employment figures also shed light on the volume 
of production. As far as investment is concerned, we have at our 
disposal figures on the volume of building, production data from 
the engineering industry, import data on imported capital goods, 
and moreover separate inquiries on investment plans can be 
made as is done by the Board of Trade. Consumption can be 
calculated from production, from certain import figures, and 
again from the proceeds of a turnover tax. For a long time now 
imports and exports have been registered with fair accuracy. All 
these quantities are finally combined in the calculation of the 
national income of a country. This calculation is performed in 
two ways, corresponding to the two sides of the circulation: out¬ 
put, or real income (the right-hand side of the circulation); and 
the money income (the left-hand side). Tax revenue, wage figures 
(known from the collective labour contracts), profit estimates (on 
a basis of annual reports and calculations of prices and costs), 
and data on leases and rents complete the picture. 

The pursuit of a coherent whole of macro-economic data has 
resulted in a balanced system of statistical registration, known by 
the name of National Bookkeeping. The components of national 
income and national expenditure are neatly listed side by side, 
in the same way as is done in double-entry bookkeeping. Each 
item occurs twice, debit and credit. There are separate accounts 
for the households, the firms, the government, and the outside 
world; these are precisely those parts of the circulation that we 
have discussed. A separate account is also kept for the capital 
market (e.g. for banks, insurance companies, pension funds). A 
number of other subdivisions are also possible. There is a cross¬ 
check between the various items. 

This double-entry bookkeeping may be illustrated as follows. 
In the Government account an item ‘salaries' occurs on the left- 
hand side. The same amount may also be found on the right-hand 
side of the Households account, for that is where the income has 
ended up. Exports are listed in the Foreign Transactions account, 
but at the same time (and then the other way round) in the Firms 
account, for that is where the goods have been produced. The 
Households account states the quantities T, C, and S. The Foreign 
Transactions account shows X and Af, and in the Government 



FITTING THE JIGSAW TOGETHER 

account we see (7 and T. In each case the dilference between the 
quantities can be read off. 

The system of national accounts was developed in the 1930s, 
by, among others, R. Stone (Britain) and J. B. D. Derksen (the 
Netherlands), in conjunction with the statistical study of the 
national income (in which field the American S. Kuznets has 
been one of the great pioneers). These statistical surveys supply 
the material for modem macro-economics. From the very start 
they stress the transactions between the sectors of the national 
economy, which is then elucidated by Keynesianism. Planning, 
too, relies on the national accounts. In some countries, for in¬ 
stance Britain, planning gives more prominence to the book¬ 
keeping method than to the actual model-building. In the 
Netherlands both techniques are neatly balanced. The National 
Accounts are kept by the Central Statistical Office, a gigantic 
storehouse for all kinds of statistics; econometric work is also 
done there, but the planning proper - and model-making, too - 
is performed by the Central Planning Bureau, as I explained 
above. The division of work between the two official bodies is 
based in part on the idea that the Central Statistical Office mainly 
considers the historical side of the matter, i.e. the objective figures 
realized, while the estimates and the forecasts are chiefly the 
responsibility of the Central Planning Bureau. In general the 
latter body is more ‘daring’ than the former. What an econo¬ 
metrist of the Central Planning Bureau does not know he calcu¬ 
lates. He has to. An employee of the Central Statistical Office is 
more inclined to say that he does not know something. This tallies 
very well with the place of the two organizations in the official 
structure. 

The actual econometric quantification concentrates, as we have 
seen, on determining the correct form of the equations, i.e. on 
the regression coefficients. There is little point in going more 
deeply here into the difficult technical problems which occur in 
this work, such as the question whether the relations can best be 
described by a straight line or a curve. (In fact linear equations 
are often used in short-term models, which means that only small 
fluctuations in respect of the initial situation can be analysed.) 
Nor is it my intention to give a survey here of the different values 
of the various coefficients which were found. Some of the most 

243 



MODERN ECONOMICS 

important of them have already been discussed: the effect of 
changes in the wage level on employment, which proved to be 
extremely smaU (either positively or negatively), and the value 
of the multiplier, which in open countries like the Nether¬ 
lands works out at less (say 1*5) than it should according to 
popular views of the strange propensities of the movement of 
money. 

Rather than catalogue the various values of the regression 
coefficients found, 1 should like to go into the importance of the 
quantitative method again. My particular reason for doing this 
is to refute an ill-founded criticism which keeps on turning up, 
from economic circles as well; a form of criticism which has a 
certain emotional appeal. The theme, which is sung in many a 
variation, is: what about the human element? Man is much too 
spiritual a being to be comprehended by dry figures. Economics as 
a science of human activity is denatured by the quantitative 
method; it is too mechanistic, too coldly scientific, etc.,etc. This is 
an argument which is lapped up by a certain group of anti- 
Keynesians, and above all by those who unconsciously fear that 
the new techniques are too difficult and will undermine their 
position, with its foundation of wordcraft. One of the champions 
of these critics is W. Ropke, a great economist but one who has 
also done harm to the science of economics. A characteristic 
pronouncement by Ropke is that the factors determining econo¬ 
mic activity are just as unmathematical as a love letter or Christ¬ 
mas; their sphere is the moral and the intellectual, and they are 
incalculable and unpredictable.* Such a phrase sounds deep and 
good, and disagreement with it would seem to be due to material¬ 
istic shortsightedness and a preference foi* the superficial. Never¬ 
theless, this form of pseudo-spirituality is nonsense. 

Man is a free being, moved by spiritual forces; but stand on the 
platform of an underground station in London or a subway 
station in New York at nine o’clock in the morning, and you will 
see these spiritual beings, free will and all, crowding their way in 
and out of the trains. The density of the crowds can be determined. 
It is highly dependent on certain times of the day and the week. 

* W. R5pke, *Tbe Place of Economics among the Sciences*, in; On 
Freedom and Free Enterprise^ Essays in Honor of L. von Mises, 1956, pp. 
122-3. 
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On Sundays, for instance, many a statlbn in the City of London 
or the business district of New York is practically deserted, but 
then the crowds may be observed elsewhere. It can all be very 
well verified, determined, even forecast. You can make a model 
of it, containing the topographical distribution of the suburbs 
and the business districts, the hours of work of the large offices, 
the timing of public holidays. And all this can be done in spite of 
man’s spiritual character, in spite of his freedom of will and the 
moral and intellectual motivation of his behaviour. 

Do not misunderstand me. Nobody, including theoretical eco¬ 
nomists, is forbidden to study the acts and decisions of the indivi¬ 
dual, who is moved by faith and doubt, passion and cold calcula¬ 
tion, knowledge and ignorance, noble and base motives. Such 
studies are performed within the framework of economics, which 
has many compartments and methods (some more along the 
lines of the natural sciences, others more along the lines of socio¬ 
logy, psychology, history). However, it is by no means obvious 
that by analysing individual decisions we shall acquire much 
new understanding of macro-economic relations, of the interplay 
of the great flows of money and goods, and of the working of the 
national economy. Anyone who analyses the creation of the 
national income does not do the essence of man an injustice; he 
fully acknowledges the significance of human freedom (whatever 
that means), but believes that the result of a whole series of free 
decisions, taken by numerous independent individuals, is subject 
to certain regularities, which originate in part in the fact that all 
these spiritual beings in certain respects do resemble each other a 
great deal, and especially in the compulsion of the clock, the 
wallet, the tax collector, production techniques, and other mun¬ 
dane matters. Regularity is an indisputable fact, whatever Ropke, 
Von Mises, and others may claim on this account. 

The true criticism of the quantitative method lies elsewhere. If 
the theory described in this book is to have any point, the relation 
between the quantities examined must display a certain stability. 
The constancy of the regression coefficients has already been 
discussed several times as a possible weak spot in the whole set¬ 
up. The variation in human institutions, sudden collective shifts 
in the behaviour pattern, the possibility of mass reactions not 
provided for in the model ,all these restrict quantitative economics 
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to a cautious and approximate method, which does not claim to 
lead to absolutely certain results. The relations which the econo^ 
metrist finds are not certainties, but probabilities; however, they 
are the most probable that present-day economics is capable of 
providing. It is not for nothing that the correlation calculation 
the econometrist’s comfort and stay, is interpreted in mathematics 
as an extension of probability calculus. The calculation method 
which looks for probable relations on a statistical basis is known 
as stochastics. This stochastic nature, which is inherent in modern 
economics, constantly warns the insider to be modest and to 
be on his guard. It prevents bombast and overweening pride, 
but at the same time it ought to keep the investigator’s feet 
firmly on the ground, which cannot be said of some ‘spirituai’ 
theorists. 

In the course of the various chapters it has already come to the 
fore that a number of links in the Neo-Keynesian reasoning are, 
in fact, not particularly strong from a quantitative point of view. 
The investment equation in patricuJar is so far a weak spot in 
every model. As a result, there is a strategic uncertainty present 
in the model. This makes understanding difficult and forecasting 
awkward. But there is no reason in this to bid modem macro¬ 
economics farewell. For there is no better technique. The flip¬ 
pant critics are not able to provide anything better than broad 
sociological observations of a charming but often hazy nature 
and incorrect economic theories based on implicit and therefore 
unverifiable models. Usually the opponents produce nothing at 
all, and get no further than grumbling. 

And it is as well to remember that the young science of sto¬ 
chastic economics, although it has so far made a number of 
striking and instructive mistakes (the forecasting of the post-war 
depression in the United States), has also achieved some en¬ 
couraging results. This becomes quite evident if the forecasts of 
various planning bureaux are assessed. And added to this is the 
fact that forecasting is the most advanced but by no means the 
sole aim of model-making. Even if the reliability of the regression 
coefficients is relatively low, the model may serve as a basis for 
explaining macro-economic movements. It shows how the econo¬ 
mist has tackled his subject, it makes the theoretical framework 
honest and clear. It encourages better thinking. The only con- 
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elusion is therefore that the work that started a few decades ago 
niust be continued. Well, there is no lack of such continuation, 
■nie new trade is flourishing.* 

♦ Three milestones: L. R. Klein and A. Goldberger, An Econometric 
Model of the United Slates 1929-1952, Amsterdam. 1955. L. R. Klein, R. J. 
Ball A. Hazlcwood, and P. Vandome, An Econometric Model of the United 
Kingdom. Oxford. 1961. J. S. Duesenberry, G. Fromm, L. R. Klein, and E. 
Kuh, The Brookings-SSRC Quarterly Econometric Model of the United 
States Economy, Amsterdam and Chicago, 1965, The latter publication wiih 
its forbidding title tries to weld the theories and empirical findings of a large 
number of scattered research workers. The reader will notice that L. R. 
Klein has contributed to all three models; the Americans call him ‘our 
domestic Tinbergen*. 
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Economic Steersmanship 

1 • THE COMBINATION OF POLICY INSTRUMENTS 

It may have struck the reader whilst going through this book that 
each sector of the economy discussed - consumption, investment, 
international trade, the government economy, money, prices, and 
wages - may in its own field be susceptible to government policy. 
These various approaches to each sector were briefly discussed. 
In the previous chapter we investigated how macro-economics, 
by means of planning, can form a basis for the rationalization of a 
coherent policy. The question now is to what problems practical 
economic policy, which is directed towards the equilibrium of the 
national economy, gives rise. In this section one more theoretical 
problem will be brought up, which is the direct product of Neo- 
Keynesianism, viz. how must the policy instruments be combined 
into one balanced whole? Then the stumbling blocks and pitfalls 
of such a policy will be discussed in separate sections, above all to 
bring down to earth the optimistic reader who thinks that now 
everything is crystal-clear and to confirm the pessimistic reader 
in his belief that life is more difiScult than you think. 

For Keynes’s original theory the choice of the policy instru¬ 
ments was no great problem. The General Theory itself pointed 
specifically in the direction of varying government expenditure as 
a means of regulating the level of activity, and furthermore had 
public works particularly in mind. Indeed, Keynes had a certain 
predilection for unproductive works, since then saturation does 
not occur. We must agree with him that building pyramids is 
better than having unemployment; but right up to the present day 
Keynes’s opponents make it seem as if Keynesianism is identic^ 
with ridiculous projects or with state control of all investments. 
This is unfair. Urgent projects are always awaiting implementa¬ 
tion. Education and housing have too high a priority for us to 
have to seek useless outlets such as pyramids. But it is true that the 
General Theory stresses an increase in government expenditure. 
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With the development of Neo-Keynesianism, this has changed. 
Besides government expenditure, taxes have entered the field of 
vision; Functiona\ Finance aims al harmonious manipulation of 
both of these. \t has increasingly come to be realized that the 
point at issue is not so much the government expenditure and the 
burden of taxation as specific items on the budget, and the tax 
structure. Old forms of policy were incorporated in the analytical 
way of thought. This created a host of new possibilities for 
Keynesian influencing of consumption and investment, but also 
new problems. Furthermore, monetary policy (Bank Rate and 
open market policy, quantitative and qualitative credit control) 
proved to be useful as a supplement to budgetary policy; we 
discussed this in Chapter VII. And, moreover, the opinion emerg¬ 
ed that, although the Keynesian view relied much less than the 
classical one on the regulating effect of the price system, price 
policy could nevertheless be a welcome aid in maintaining equili¬ 
brium. Regulation of the rate of exchange and wage policy come 
to the fore as special forms of price policy in this respect. Finally, 
it has been found that the measures directed towards a better 
distribution of the national income, including the whole system 
of social insurance, produce effects on activity, so that this 
increasingly important aspect of policy should also be included 
in the equilibrium idfta. 

So rich an arsenal offers if anything too much to choose from. 
The complicated nature of the policy problem is aggravated by the 
fact that the objectives are not certain beforehand. Among the 
early Keynesians the combating of unemployment was so urgent 
an aim that their advice was almost exclusively directed towards 
this purpose. Later the combating of inflation was added. How¬ 
ever, it proved that after the war the equilibrium of the balance 
of payments demanded special care. The distribution of income 
remained the subject of continuous concern and debate, and 
with it the alarming rise of the price level. The expansion of the 
collective sector met with the resistance of the taxpayers. 
Economic growth became one of the prime goals of economic 
policy, at least verbally, and recently the limits to and the dangers 
of growth came to the fore. Shifts occur between objectives, and 
there is a range of instruments, each with its own effects and 
side-effects. Sort it out for yourself is the obvious comment. 
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And rightly, too. As has been said above, the ultimate choice 
of goals and instruments is up to the citizens and the politicians 
not to the model builders (though the present author wili, in the 
final section of this chapter, give his own view on what seems 
important to him - as a citizen.) The economists can only hejp 
in formulating alternatives, predicting consequences, shov>'ing 
inconsistencies. Perhaps the latter is the most interesting point. 
It is often asserted that some of the goals cannot be realized 
simultaneously — for instance full employment, a more or less 
stable price level and equilibrium in the balance of payments. 
Now suppose that this inconsistency does indeed arise from the 
model. What can the economist say about the appropriate 
policy? Must he shrug his shoulders and give up? 

The answer is no. He still has a task in trying to elucidate the 
possible combination of policy instruments. There are two differ¬ 
ent approaches to this. One is associated with Tinbergen’s name;* 
the other with that of H. Theil.f 
Tinbergen’s starting point is the well-known proposition that 
the number of equations must equal the number of dependent 
variables. In terms of a decision model: the number of instrument 
variables must equal the number of target variables. If a policy 
problem cannot be solved (because the goals seem to conflict) 
additional instruments must be devised. The example mentioned 
above calls attention to three goals: full employment, price 
stability and balance of payments equilibrium. Suppose we 
consider two instruments: budgetary policy and the rale of 
exchange. It is easy to see that the government can ensure the 
True Equilibrium along Keynesian lines, and with the help of the 
rate of exchange a sufficient volume of exports; sufficient in the 
sense that exports match the imports that correspond to the 
optimal national income. Mind you, we suppose that the rate of 
exchange is indeed fixed at this favourable level; if it is too high 
and the government does not want to lower it because it fears 
that devaluation is considered as a political defeat, this instrument 
is blocked and even the two targets cannot be realized. Full 
employment leads to a deficit on the balance of payments. But 
even if we have equilibrium on the balance of payments and full 

♦ On the Theory of Economic Policy, 2nd edn, 1952. 
t Economic Forecasts and Policy, 1961. 
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employment without an inflationary gap we may encounter a 
wage-price spiral; our model (equations 8 and 9) shows that 
aces may drive up prices and prices drive up wages, even 
\hout an inflationary gap. To stop this rot we need an addi¬ 
tional instrument: a wage policy, or a price policy, or the com¬ 
bination of both in an incomes policy. Indeed, the idea of an 
incomes policy came to the fore as a way out of this dilemma. 
The sad point is, however, that this particular instrument so 
often fails to win popular support. People reject the idea of 
tying their incomes to productivity increases because they fear 
that other groups (‘they’) will succeed in avoiding or breaking 
the rules. The rejection of an incomes policy is a sure sign of 
tensions between social groups, of conflict and suspicion. 
Basically these psychological factors are responsible for the 
incompatibility of the three goals mentioned above. This is a 
weakness of the Tinbergen approach: instruments are never 
‘neutral’ in a political sense. As economists we may deplore this, 
but the fact remains. 

In a situation where instruments are inapplicable the Theil 
approach becomes helpful. Here target variables are ‘traded off’ 
against each other. The economist says to the politician: now 
that you don’t accept additional instruments you can’t have it 
both ways, and all I can do for you is show you the price of 
reaching one objective in terms of another objective. The most 
striking example of this is, of course, the Phillips curve: the 
inverse relationship between unemployment and the wage level. 
If the model shows that the unemployment figures are really 
relevant to the spiral, the economist may show the unemployment 
it takes to suppress the spiral. He may draw up a numerical 
table from which the politicians can make their choice. Generally 
speaking, the Theil method is somewhat more cynical than the 
Tinbergen method; others would call it more realistic. But the 
Tinbergen approach reminds us of our duties: it is the task of 
the inventive economist (in his capacity as a citizen) to look 
for new instruments of economic policy. 
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2 * EQUILIBRIUM POLICY AND POLITICS 

Id the preceding section it was mentioned en passant that, in a 
community, forces may be active which can frustrate economic 
policy. It is worth while to apply this idea to the various eie- 
merits of Neo-Keynesian policy. It is as well to realize that this 
policy must be conducted in a complex force held, which deserves 
closer study. It is not my intention to elaborate this theory, in 
which elements of sociology and political science are combined, 
but a few remarks may serve to show what is involved. The 
clearest examples are in the held of public finance. 

Some adherents of modern budget manipulation have made it 
appear too much as if government expenditure and taxes could 
be adjusted without more ado to the level set by the needs of the 
income flow. This tends to ignore the fact that the original func¬ 
tion of government expenditure is quite different from that 
ascribed to it by the Keynesians; primarily, the items of expendi¬ 
ture on the budget have appeared on the scene to serve a specific 
purpose: the issue of passports, the arresting and trying of bur¬ 
glars, the education of young people. The structure of govern¬ 
ment expenditure is built up politically. There are voters and 
newspapers with a lively interest in these specific objectives; there 
are also separate pressure groups at work, advocating specific 
expenditure. All these views and preferences are considered to 
find expression via parlimentary procedure. The budget of a 
Western country is a law or a collection of laws enacted by the 
legislature. The political realization forms a game with very 
special rules, in which public opinion, the interested parties. 
Members of Parliament, ministers, civil servants, scientists, the 
press, and anybody else who wants to, take part. All these groups 
exert a certain force. 

Now in this force field the macro-economic objectives must be 
brought to bear. This is in itself no mean task - it implies a con¬ 
stant rowing against the tide. Moreover, the statesman comes up 
against customs, procedures, theories which go back for centuries 
and which come into being with intentions quite different from 
those of Functional Finance. The historical origin of these rules 
of play lies in the wish to protect the people against the arbitrary 
power of a spendthrift or warlike ruler. The protection of the 
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• n against a domineering government demands a different 
^'^riaue of budget manipulation from the rapid and flexible 

Sjustmeni of budget \iems desued by modem macto-ecot\om\e^. 
Consiani ditbcuUks arise out of this misalignment between the 


traditional procedure and traditional objective on the one hand 
and the desiderata of anti-cyclical policy on the other hand. There 
is a wide field for study here which has as yet been insufficiemly 
developed. It is worth while supplementing the theory of public 
finance in such a way that this field, which is still left too much to 
scientific amateurs, such as journalists, politicians, and civil 
servants, is covered by scientific discipline. Such a change re¬ 
quires that the theory of public finance frees itself from the narrow¬ 
minded fear of exceeding its economic bounds and, realizing the 
good cause to be served (but nevertheless with the caution be¬ 
fitting science), enters the territory of sociology, administrative 
and constitutional law, and political science. Only in this way 
can the gulf which still exists between Neo-Keynesian theory and 
practical policy be bridged.* 

In this way the group of objectives relating to anti-cyclical 
policy can be made to penetrate the budget. Anyone who thinks 
that the problems are solved once the economists have drawn 
their curves is wrong. They are just beginning. Only then can it 
become evident what forces are operating most strongly in the 
community, those of the cumulative disturbance of equilibrium 
or those of the rational endeavours. The result is not certain 
beforehand. A government, too, can beeome infected by a general 
cyclical movement. If it does not take care, the forces for which 
it should have compensated will sweep it before them, and it 
will strengthen the departure from equilibrium instead of count¬ 
ering it. 

This danger is most evident when there is a boom on. Suppose 
that total expenditure threatens to develop beyond what national 
productive capacity allows. There is inflationary tension owing 
to the fact that jr 4- / is too small. Perhaps the primary cause 
lies in an (in itself) gladdening growth of exports or of investment. 


• Work in this spirit is being done, in particular, by the American A. 
Smithies. G. Schmolders of Cologne also advocates a synthetic way of 
thought, but he arrives at negativistlc and highly disputable conclusions on 
the policy to be followed. 
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As a result of libera] expenditure, business is encouraged to make 
high investments, a shortage occurs on the labour market, 
incomes arc large. Tax revenue is also above expectations. Every¬ 
body feels happy, even the Chancellor of the Exchequer. The 
high tax revenue contains a temptation for the government to 
increase expenditure - wrongly, as we know, for the government 
economy should act as a brake to reduce the flow of income and 
to counter inflation. But there are further forces urging increased 
expenditure. Many budget items relate to provisions comple¬ 
mentary to those of business and households. In a boom there 
are lots of cars on the roads; perhaps the roads are not designed 
to carry this heavy traffic. A corresponding budget item is in¬ 
creased. Long queues form at crossroads; fly-over junctions 
are required; pressure groups do their best to get contracts for 
these large-scale projects. Business requires more energy; the 
government is obliged to make investments on behalf of power 
supplies. 

There is still more, much more. Thus, as the households 
earn more, a large number of their children will study. Educa¬ 
tional capacity may then prove too small within a short time; and 
so school buildings have to be constructed, teachers appointed, 
laboratories fitted out, libraries extended. People visit the theatre 
and the concert hall more often, since their incomes, swollen by 
the boom, allow them to do so; and every encouragement of 
cultural activity costs the government money. Ultimately the 
stage is reached in which everything seems possible. Members of 
Parliament advocate new provisions on the strength of the fact 
that additional expenditure in other sectors has already been 
permitted by the Chancellor of the Exchequer. ‘If that expendi¬ 
ture was justified, this certainly is.* Parliament is then no longer 
the watchdog of the level of expenditure; it pushes up government 
expenditure. The fact that the larger parliamentary parties have 
their specialists in agriculture, transport, education, public 
health, etc., contributes to this forcing up of expenditure, for the 
specialists argue in favour of their own sector and may often be 
regarded as extensions of pressure groups.* The financial special¬ 
ists of the parliamentary parties then come and tell the govem- 

* Attention has been drawn to this in particular by W. Drees Jr, On the 
Lsevel of Government Expenditures in the Netherlands after the War, 1955. 
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ment afterwards that total government expediture and taxation 
are too high. In a boom in particular this makes correct manage¬ 
ment difficult. In government finance cumulation occurs, without 
compensation. 

In this political force field one can often observe as an addi¬ 
tional complication the division of government bodies into 
national and local, such as Federal, state, and county. The local 
authorities often are not very conscious of anti-cyclical policy, to 
put it mildly. Nor is this implicit in their function. But they play 
a prominent part in a general encouragement of expenditure. 
They cannot help this; their expenditure is certainly justified in 
the sense that it relates to fine and useful things. But through 
this division of responsibility, little sometimes comes of anti- 
cyclical policy. 

It is this inflationary infection of the government that has 
caused some to despair of the possibilities of a Keynesian policy. 
Never, they say, will parliaments be found ready to cultivate 
surpluses solely because, for instance, the export industry is 
doing such good business. Out of defeatism some economists 
are then inclined to return to the old-fashioned standard of the 
balanced budget, thus abandoning the results of an intellectual 
development that can benefit prosperity. 

What we in fact need is the opposite of such defeatism. Per- 
severence is essential if the viewpoint of anti-cyclical policy is to 
be victorious in budgetary policy. But even then the government 
is faced with formidable problems. For to remain the master of the 
opposed forces, it must itself summon up strong forces. For that 
purpose it must in its publicity paint a black picture of relatively 
minor departures from equilibrium, in order to mobilize sufficient 
support for the policy. For example, to enforce a slight restriction 
of expenditure in 1956 and 1957 in the Netherlands a sombre 
forecast was circulated which grew into a kind of disaster in the 
papers. But such measures could result in panic among people, 
which does the rationality of steersmanship no good. 

A further difficulty pops up. Owing to the fact that the compen¬ 
satory measures are almost always after a certain delay - 
in spite of planning - the fact that strong counterforces have to 
be overcome easily leads to too violent counter-thrusts. In the 
case of small fluctuations of short duration this may lead to the 
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opposite of what is desired. The compensatoiy impulse then 
comes, because of time-lags, at a moment when the small distur¬ 
bance has righted itself And therefore, in the present state of 
economic science and politics, it is out of the question that per¬ 
fect equilibrium can be achieved. It remains to be seen whether 
this can change very much in the long run, even in the most 
favourable of circumstances. A certain rhythm in economic 
activity is unavoidable, and in particular a fluctuating growth rate 
cannot be avoided. However, the government has to guard 
against inflationary and deflationary disturbances exceeding the 
bounds of the permissible. Perfectionism cannot but lead to dis¬ 
appointment, and in the young history of Keynesianism this has 
already appeared several times, and in harmful fashion. I should 
now like to say a few words about the intellectual counter¬ 
forces conjured up partly as a result of this. 

3.THE WRONGHEADED OPPOSITION 

Perhaps the reader of this book has here and there taken 
exception to my tendency to polemize. Indeed, I have disputed a 
series of views, partly because this helps to make the reasoning 
clearer - the reader can then see on what points he has to form 
an opinion, an opinion which of course may differ from the 
author’s - but also partly because 1 regard the views which I have 
contested as so many obstacles in the way of rationalization of 
economic policy. For a government which has to operate in a 
difficult environment anyway, where forces have to be overcome 
by counterforces, where the future is uncertain and the human 
mind is unable to see quickly and clearly what has to happen - 
for such a government it is extremely hampering and sometimes 
rather irritating that a large number of people remain unaware of 
the elementary principles of modern economic thought. The 
irritation can be alleviated by remembering that propositions 
such as ‘the multiplier equals the reciprocal of the sum of the 
leaks’ (see page 99) are not immediately grasped by everybody. 
However, it is not on this technical plane that this lack of under¬ 
standing is so much of a hindrance. It is much rather a series of 
vague misunderstandings, old prejudices, half-truths, misunder¬ 
stood conclusions, book-learning wrongly applied, political 
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maUce, and pTcjudiced arguments disguised as objectivitv vvhkh 
hamper better understanding and more rational action. By way 
of summary. 1 shall once again give a few samples of such in- 
correct opinions, which may be fatal to proper economic steers- 
manship. For a more detailed refutation see the relevant chapters. 

1. Economic life finds its own equilibrium^ at which the produc¬ 
tive forces^ which are after all scarce, are all utilized. An optimistic 
survival of the old economics; it fails to appreciate the working 
of the saving-investing mechanism. 

2. Departures from equilibrium are always temporary. A mis¬ 
conception. Inflation and deflation can keep on for years. In 
those periods a relative decline in prosperity results, which is just 
what modem economics tries to prevent. 

3. A depression must be left to run its course. A dangerous 
fallacy. ‘Running its course’ can be another way of saying that 
investments be allowed to die away; and if economic policy is 
not directed towards stopping this, it is playing with fire. Before 
you know where you are, a cumulative disturbance of equilibrium 
develops which has nothing to do with ‘running its course’ but 
with a steady decline and unnecessary misery for a lot of 
people. 

4. General unemployment is caused by too high a wage level. A 
logical error, caused by confusing micro-economics with macro¬ 
economics. General unemployment is caused by a lack of spend¬ 
ing. On the other hand it is true that a continuous wage push may 
lead to structural unemployment (labour being replaced by 
machines) and also that such a wage push may contribute to a 
profit squeeze, and therefore to the outbreak of a depression. 
But this mechanism is much more subtle than simple opinion 
would suggest. 

5. The balance of payments is kept in equilibrium by the rate of 
exchange. A half-truth. The rate of exchange influences exports, 
but imports depend on expenditure (or on the national income). 
Inflation leads to an adverse balance of payments, which within 
practical limits may not be rectified by tolerable variations in the 
rate of exchange. Free rates of exchange are therefore wrong as 
long as there are serious economic disturbances in the world. 

6. The government budget must be in equilibrium. A familiar 
prejudice regarding ‘sound government finance’. Correct only if 
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activity displays a satisfactory macro-economic equilibriipn. If 
not, this kind of sound finance makes things worse. 

7. TAe government may only borrow to finance investments; the 
rest of government expenditure must be covered by taxes, A variant 
of 6, and just as wrong. 

8. The Neo-Keynesian budget policy is in essence anti-cyclical 
policy, so that a balanced budget covering several years is to be re¬ 
commended. A well-intentioned argument used by some Keynes¬ 
ians, but awkward and confusing in practice. In any case it has 
been associated too much with the ‘old' anticyclical policy. 

9. Taxes may serve only to help fill the Exchequer; other objec¬ 
tives are reprehensible. Fetishism. One major purpose of taxes is 
to keep the economy in equilibrium. ‘Filling the Exchequer’ is, 
on second thoughts, scarcely an independent objective. 

10. //igh taxes mean exploitation of citizens by the state. No. 
In fact income is transferred from one citizen to another. Only 
when taxes are so high that they promote a depression or harm 
productivity is there a real burden. In such a case one can 
definitely speak of overtaxation. 

11. An increase in the national debt means burdening later 
generations. Widespread fallacy; based on confusion between 
micro- and macro-economics. It is only true if the future tax rate 
becomes oppressive, so that the national income suffers. 

12. Functional Finance leads to inflation. A misunderstanding. 

If the right policy, i.e. one which really satisfies the principles of 
Functional Finance, is followed, it leads sometimes to reflation, 
and at other moments to disinflation. It always seeks the optimum. 

13. Keyneses theory leads to a continuous increase in government 
expenditure. A misconception. Neo-Keynesianism only says 
something about the relation between government expenditure 
and the tax rate. The absolute level is not directly involved. The 
forces that push up the level of expenditure lie elsewhere. 

14. Just let the price level find its own equilibrium; matters will 
solve themselves. This is unrealistic. It fails to appreciate the inde¬ 
terminate nature of the wage and price levels. 

15. Price inflation is a question of too high wages. A half-truth. 
The high wages in turn are the result in various ways of too high 
or too inflexible prices. 

16. The quantitative method ignores the spiritual character of 
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man and denatures economics. A snobbish prejudice based on a 
series of fallacies. 

17. The Quantitative method overestimates the definiteness of 
social phenomena; it tries to give concrete form to the intangible. 
A wrong view of the modem stochastic technique, the result of 
insufficient knowledge regarding the probabilistic nature of 
econometrics. 

18. Forecasting is impossible: the economic process is constantly 
changing. Well, there is something to be said for this. But not as 
much as the pessimists think. Some pretty good results have been 
achieved, and model-making is as yet young. 

i 9. Monetary policy is a more reliable instrument than budgetary 
policy. Defeatism. Walking is safer than flying. Budgetary policy 
is unreliable only if the government either sees matters entirely 
wrongly or has to operate in an insuperably irrational milieu. It 
is precisely such defeatism that makes a marked contribution to 
this impotence. 

20. Wage and price policy can be used to suppress an inflation. 
This form of overrating is to be found in particular among 
French politicians. In fact wage and price policy can be only a 
supplement, but a useful one, to the combating of inflation. The 
primary method is influencing the community’s total expenditure. 

21. Full employment leads to inflation. A false representation of 
affairs. This happens only in a community that displays tensions 
(for instance in the distribution of income). It is these tensions 
that are responsible, not full employment. 

22. The Keynesian revolution is the magic key to prosperity. A 
dangerous overcstimation; dangerous because it leads to dis¬ 
appointment and so to wrongheadedness. In fact Neo-Keynes¬ 
ianism is not a revolution but an analytical approach to macro- 
economic problems, which may lead to a technique for rationaliz¬ 
ing economic policy. It must certainly not be expected to perform 
miracles, but let up hope that it will help to prevent blunders. 

23. Keynesianism, planning, and all related forms of thought and 
action lead to excessive government interference. A gross mis¬ 
understanding. A balanced flow of goods and money means a 
balanced community, precisely the sort of community in which 
a good deal of intervention is no longer required. Free enterprise 
can only flourish when total expenditure matches a nation’s total 
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productive resources. Government control of investment is not 
a necessary element of Keynesian policy. It may be advocated 
on other (e.g. socialist) grounds. Some Keynesians happen to be 
socialists (Mrs J. Robinson). Others are more on the conser¬ 
vatives* side (R. F. Harrod). Some conservatives are anti- 
Keynesians (J. Rueff, L. von Mises) and so are some socialists 
(R. Mosse).* 

24. T/ie Keynesians want to dissipate the capital accumulated 
by previous generations. Wrong, of course. They want to keep 
economic growth on an even keel. This means the creation of 
favourable conditions for investment and saving. Keynesians are 
not against saving; they are against underconsumption that 
causes a depression. Nothing is so bad for the nation’s capital as 
a depression! 

25. Planning leads to slavery. A serious misconception, which 
sometimes is based solely on an incorrect association of ideas - 
people have in mind state socialist or communist planned econo¬ 
mies, which have nothing to do with the rationalization technique 
which we mean by ‘planning’ ~ but which in its more malicious 
forms consists of a blend of the majority of fallacies, misunder¬ 
standings, prejudices, and disastrous wrongheadedness cata¬ 
logued above. This unpleasant combination is sometimes inter¬ 
mingled with political resentment, which I fortunately may leave 
undiscussed here. For instance, every failure of economic policy, 
of bureaucracy, of communism and fascism is ascribed to 
Keynes’s theory. The false ideas born of this are too grotesque 
to be briefly dissected here as regards their origin and mental 
background. They may be historically explained by the extremely 
bad experiences which some economists had with the Nazi regime; 
by the nostalgia of some of the ‘good old days’ which exist mainly 
in the thought processes of the classical theory; and by the ignor¬ 
ance of a number of politicians regarding the actual content of 
Keynesianism. This of course does not pardon the confused 
thinking that fosters those misapprehensions as a whole. 

Now it fortunately happens that the most extreme fallacies are 
adduced by a small group only, of which Mr H. Hazlitt seems to 

• See: P. Lambert, Veeuvre de John Maynard Keynes, Tome 1®% The 
Hague, 1963. 


260 



tCO'tiOWC 

be the proud leader * Bui in a more moderate form the above 
arguments turn up again and again, now here, now there and 
with countless variants. Taken together they form a mental 
morass in which it is difficult to work. Here is one of the most 
annoying obstacles in the path of a sensible economic policy; for 
in a democracy the views of the citizens count, even if in fact they 
are not tenable. A policy which has in any case to cope with real 
difficulties, such as a future which is difficult to predict, a number 
of unwieldly and inaccurate instruments, a force field of opposed 
endeavours, and the cumulative tendencies in the economic pro¬ 
cess itself, is additionally hampered in a vexatious fashion by un¬ 
necessary fallacies. It is for this reason that I lose my temper 
when, for instance, 1 read how an economist such as G. Schmol- 
ders, who is most competent in his analyses, continuously does 
harm to the cause of economic policy by his destructive and far¬ 
fetched criticism of the modern views. Instead of drawing atten¬ 
tion to real difficulties and trying to improve matters, his argu¬ 
ments are constantly directed towards discarding Neo-Kejmesian 
policy.! Nor would it be so bad if he had something to offer in its 
place! Instead of this negativism 1 consider a critical but at the 
same time constructive attitude the most fruitful. Economics still 
has an ample series of tasks in analysing the total force field of 
the obstacles and in making recommendations on how to remove 
these obstacles as much as is possible within the framework of a 
free democratic society. One of these tasks is to spread elementary 
knowledge on the new theories. The above reflections are meant 
in this spirit. 

4 AN ECONOMIC POLICY FOR THE COMING DECADES 

In the course of time we see a constant shift in the big problems 
of policy; also, more and more are added to the list. At the begin- 

• Cf. his The Failure of the *New Economics*^ 1959, and the collection The 
Critics of Keynesian Economics, 1960. He is also responsible for the follow¬ 
ing elegant formulation: ‘The Keynesian cult is one of the great intellectual 
scandals of our age’ (Introduction to the above-mentioned collection, p. 10). 

t Finanzpolitik (1955) and the paperback Rororo edition, Konjunkturen 
und Krisen (1955), which is aimed at a large public and is therefore all the 
more harmful. 
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ning of this century it was true to say of most Western countries 
that industrialization was the main driving force of prosperity. 
At the same time the weak groups, mainly the workers, threatened 
to become the victims of economic growth. Labour legislation, a 
start to social insurance and in addition the furtherance of in¬ 
dustrialization were the main themes of policy. The problem of 
distribution has always been a topical one, though inequality has 
decreased. Social security has gradually been extended, labour’s 
share of national income has increased, and the lowest-paid cate¬ 
gories have, relatively speaking, gained the most. But many 
people feel that inequality is still too great, and considerable 
energy must continue to be devoted to combating this. 1 have not 
discussed this subject here because it is dealt with in my Income 
Distribution (1971). 

In the thirties a new and threatening problem loomed up: that 
of under-expenditure and the accompanying unemployment. This 
gave birth to the Keynesian theory, which at the same time indi¬ 
cated the instruments for overcoming the economic paralysis. 
These instruments were barely used - before the politicians 
understood the new scope for economic policy the war broke 
out and the great deflationary gap vanished from the earth. 
After the Second World War events proved that the Keynesian 
theory could also serve to illuminate situations of over-expendi¬ 
ture, which worked out very nicely, for after 1945 inflation be¬ 
came one of the most stubborn ills of economic life. Though 
economic insight was less imperfect than in the thirties, the fight 
against overspending was only a moderate success. At the same 
time it proved that a simple Keynesian policy of restriction of 
spending was not proof against the continuing rise in prices. In 
the fifties a new remedy came to the fore: incomes policy, how¬ 
ever, came to grief in practice due to a lack of cooperation by the 
groups concerned. In this sense the combating of inflation has re¬ 
mained an unsolved practical problem, and so it will remain for 
decades to come. Strangely enough, this does not prevent de¬ 
flation from also becoming a topical problem from time to time; 
short periods of under-expenditure alternate with the inflationary 
stresses. In the near future, too, governments must allow for the 
fact that they may suddenly be faced with the need to combat 
deflation. The arsenal of tax changes and flexible variations in 
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government expenditure have been adapted as wei\ as possible to 
meet these problems, but they will continue to call for consider¬ 
able attention. 

The combination of a continuing increase in prices with fluctu¬ 
ating under-expenditure and over-expenditure characterized the 
sixties. New theories emerged that were supposed to explain the 
wage-price spiral, and the word ‘stagflation’ put in an appearance. 
In principle the theory had little trouble with these problems, 
although it proved diflicult to understand why profit was usually 
left untouched by the spiral, and then suddenly seriously harmed. 
The latter happened for instance at the beginning of the seventies 
in various Western countries. In the field of profits and their size 
the theory has still a lot to explain. However, difficulties lie above 
all in the field of policy: the conquering of stagflation and keeping 
profits at the right level in the wage-price spiral form challenges 
to which economic policy has not yet sufficiently responded. 

Another post-war objective that drew a considerable amount of 
attention is the growth of the collective sector. Economics can 
easily tell us how this has to be done; it is ‘just’ a matter of levying 
sufficient tax. But here too it is true to say that people resist the 
simple recipes. They are all for new facilities like roads, schools 
and housing estates, but they do not like the overall burden of 
taxation. Their displeasure is communicated via the political 
parties to the government, and in this way a political tax ceiling 
comes into being which creeps upward only slowly. Added to 
this is the fact that the continuous rise in wages and prices makes 
government activity particularly expensive; after all, it is a labour- 
intensive business, in which productivity increases more slowly 
than in the firms which arc front runners in wage increases. All 
this means that governments end up with deficits, and these in 
turn promote inflation. Governments are inclined to represent 
these deficits as incidental, but let me tell you that this is the 
trend. The gaps will grow. A lag in highly necessary collective 
facilities conjured up stress and dissatisfaction. There are obvious 
policy problems here which call for a solution in the years to 
come if people are not to get the feeling that there is something 
fundamentally wrong with society. 

However, the most serious polipy problem lies elsewhere, 
aamely in the deadly dangerous side-effects of economic growth. 
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as described in section 6 of Chapter X. Environmental pollution 
and the threatening exhaustion of fundamental resources will 
make stringent demands on economic policy in coming decades. 
Although these phenomena are not new - in earlier days too one 
had to contend with local pollution, for instance in the old 
British industrial towns - the problem is now acquiring a new 
and oppressively weighty significance. It is perhaps as well again 
to list why this is so. 

Firstly, the threatening pollution is taking place on a world 
scale; what is feared is no less than a fundamental disturbance of 
the biological equilibrium in the oceans. Disasters are growing 
into global disasters. That in itself means right away that an 
international policy is required - and that is, of course, even more 
difficult to get going than a national policy. The U.N. Conference 
in Stockholm (1972) clearly demonstrated this, although in a few 
sub-fields (e.g. measurement of pollution) some results have been 
achieved. It is particularly unfortunate that limits to growth en¬ 
danger the prosperity of the developing countries. For South- 
East Asia the political choice presents itself as one between famine 
and less DDT entering the sea. We cannot expect the poor coun¬ 
tries to give immediate priority to an anti-pollution policy, and 
that makes it all the more necessary to do so in the West. 

Secondly, pollution and the exhaustion of natural resources 
are directly related to population growth, which contributes 
about a quarter to the total problem. Here too the basic cause, 
viz. reproduction, is difficult to place under the control of policy. 
This makes the urgency of a strict policy on other points con¬ 
siderably greater. Of course, governments must meanwhile do 
everything they can to counter the population explosion. 

Thirdly, even with an otherwise successful policy the danger of 
accidents, for instance in the transport of dangerous substances 
(including oil!) and evasion of the law (clandestine discharges), 
still remains a very serious one - another reason for tackling the 
matter forthwith. 

Fourthly, the necessary substitutions between goods and 
branches of industry take place only in part under the influence 
of the price mechanism. If specific natural resources (e.g. mer¬ 
cury) become exhausted, one can count on the cooperation of 
business to find replacements for them. These will be expensive. 
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and there is consequemly an incentive to be thrifty with them and 
to seek new methods of production. But even in this relatively 
favourable case the reaction is slow: the present price of mercury 
does not refiect at all the scarcity that will show up in the coming 
ten or fifteen years. Worse: in the case of pollution an automatic 
process of this kind does not apply. Here the government must 
intervene by means of levies on polluting activities and by direct 
orders (treating regulations) or prohibitions (bans on discharges, 
bans on specific forms of production and consumption). This 
calls for tremendous government pressure on business; every 
firm will object that what it does is unavoidable. The government 
must therefore oppose the interests of sectors with great force 
and singleness of purpose - no easy task, and experience with the 
determination of governments is not encouraging. (Why are 
after-burners not compulsory on cars ? Why is leaded petrol not 
forbidden ?) There is a danger that the government is being too 
considerate of too many short-term interests. 

Fifthly, the greatest problems occur when substitutions between 
polluting and less polluting activities prove to be inadequate and 
the new technology offers an insufficient answer. In that case the 
process of growth will have to be retarded - perhaps to zero 
growth, A few words on this painful case. 

Theoretically it is possible for us to check the growth of pro¬ 
duction as we like. The Keynesian instruments are most suitable 
for this. Via extra taxation and less government expenditure, the 
government creates a solid deflationary gap, as a result of which 
consumption drops and entrepreneurs lose the desire to invest. 
The resultant unemployment is alleviated by shifting labour to 
sectors (service) which cause less pollution, or to sectors which 
are aimed at environmental conservation (water treatment). Fur¬ 
thermore, working hours are shortened. Incidentally, the danger 
to employment is not as great as many fear - we shall have to 
work hard to save something of nature. On paper such a system 
of measures is not so difficult to describe. 

The tremendous practical difficulties lie in the fact that people 
are geared to more production. The justification of tax increases 
has usually been that the collective sector had to be expanded. 
Even that is accepted with difficulty. The Keynesian argument 
that higher taxes are necessary to reduce inflation is even less 
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appreciated. It will definitely be much, much more difficult to 
bring about via public finance a deliberate stagnation, even if the 
government uses the argument that we are trying to save mankind 
in that way. Try to imagine it for yourself: the productive 
capacity is present, the producers and the consumers wish to use 
this capacity too, but the government destroys so much pur¬ 
chasing power that this endeavour is frustrated. And not just for 
a short while or for a few years, but permanently. The justification 
of such a policy lies in the fact that otherwise we shall not survive. 

Should it in fact prove that economic growth must be per¬ 
manently checked, we shall end up in a kind of war economy: 
the thousand-year war against pollution. The freedom of pro¬ 
duction and consumption will be the victim of this. The new 
scarcity of goods and services will impart a new and vicious 
topicality to the distribution problem - a war economy cannot 
prevail when the rich go on consuming as before - and the 
deliberate policy of stagnation may easily come to grief in the 
battle around reduced incomes. No thought has been given to 
this at all. The psychology and the ethics of the new austerity are 
still not clear to most of us. Perhaps society will have to adopt 
the way of life that is described by Charles Reich in The Greening 
of America (1970): a kind of hippie, flower power culture at a 
low material and a high spiritual level - but unfortunately this 
new paradise is easily torn to pieces by cynics. The war against 
catastrophe is difficult to win but easy to lose. 

In the meantime, the need for zero growth is by no means 
certain. It is conceivable that substitutions between products and 
specific anti-pollution measures will prove to be adequate for the 
time being, and that the process of growth may continue to some 
extent, though we shall be making other products. But to achieve 
this it is necessary that a policy directed towards it be followed 
with great determination. I personally regard this as the great 
task of economic policy for the decades to come. Theory must 
give as much support as possible to practical policy in this. 
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What do we know about economic life ? The answer ‘not much* 
would be unfair to all the work that has been done by generations 
of thinkers and researchers. Yet the opposite attitude, i.e. intel¬ 
lectual self-satisfaction, is even worse. If something should have 
become evident from the above, it is that our knowledge of 
essentia] economic relations still displays large holes and un¬ 
certainties. Model making in its more advanced forms may look 
like an elegant and precise craft, but it has not eliminated this 
ignorance as if by the wave of a magic wand. No economist 
believes that the present state of the theory forms in dazzling 
perfection the ultimate in economic thinking. 

On the contrary, any model remains a weak and blurred reflec¬ 
tion of reality. It must always be supplemented by technological, 
sociological and political observations. The equations themselves 
are never the last word; they are always susceptible to improve¬ 
ment and refinement. Macro-economic variables should often be 
disaggregated into smaller quantities, and micro-economics 
remains an indispensable field of investigation. But model 
building has the great merit of provoking this kind of research. 
This is where its main strength lies: the method points to the 
weak spots in our knowledge. It keeps on posing new problems 
and encouraging the progress of economics. 

Viewed in this way, the ‘Keynesian revolution’ was no revolu¬ 
tion at all but a stimulus to thought: the interaction of income 
and spending was illuminated in an unexpected way. It is quite 
understandable that this was followed by the Neo-Classical 
revival: the new interest in production and growth. Modem 
models absorb both trains of thought. Also, ancient controversies 
about the floating rate of exchange, the importance of money and 
the desirability of government intervention in wages and prices 
could be analysed more systematically. And model building 
proved to be essential in estimating the dangers of economic 
growth - if only because the method shows the dangerous gaps in 
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our knowledge. Here the fate of mankind may prove to be at 
stake. It is now more than ever obvious that the intellectual 
impulses which were given some decades ago are still far from 
spent; the multiplier process goes on. Economics has plenty of 
go in it - the science may be an uncertain one, but it certainly has 
a future. 
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A Short Glossary 


BALANCE OF PAYMENTS! a Hst of all transactions which a 
country has engaged in with other countries in the course of a 
year. 

bears: investors who do not trust share prices and therefore 
prefer to stay liquid. 

budget: a list of government income and expenditure. 

bulls: the opposite of bears; see the latter. 

circulation: the movement of money and goods between 
firms, households, the government, and foreign countries; 
that is, the creation and spending of income. 

CONSUMPTION function: the relation between consumption 
and national income. 

COST inflation: a rise in money costs. 

DECISION model: a model used for calculating what values of 
the instrument variables match the desired values of the target 
variables. See model, target variable, variable. 

DEFICIENCY OF DEMAND! sec deflationary gap. 

deflation: presence of a deflationary gap; see the latter. 

DEFLATIONARY GAP! the difference between expenditure that 
leads to full employment and actual expenditure. 

devaluation: increase in the price of foreign currencies; not 
to be confused with deflation. 

disinflation: reduction of the inflationary gap; see the latter. 

expenditure: what consumers, investors, and the government 
spend on goods and services. 

functional finance: Keynesian budget policy aimed at 
banishing inflation and deflation. 

growth function: relationship between the percentage in¬ 
crease in production and the percentage increases in labour 
and capital. 

HAYEK situation: Strained national economy, scarcity of 
factors of production on the market, a struggle for the means 
of production. 
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hoarding: holding back money, increasing cash holdings. 
inflation: presence of an inflationary gap; see the latter. 
INFLATIONARY gap: the difference between actual expenditure 
and the expenditure that leads exactly to full emplosment. 
investment: expanding the machinery of production; also the 
buying of securities. 

LABOUR productivity: volume of production divided by 
employment. 

leak: reduction in total expenditure as a result of saving, 
importing, or paying taxes. 

model: depiction of reality (in our case the money and goods 
flow) by means of a system of connexions (equations) between 
measurable quantities (variables). 
multiplier: relation between the extra national income pro¬ 
ceeding from extra expenditure and that extra expenditure 
itself. 

NATIONAL bookkeeping: Statistical registration of incomes 
and expenditure. 

NATIONAL income: the sum of all wages, profits, rents, and 
interest. 

national product: the total flow of goods produced by a 
national economy; also known as the real national income. 
planning: method of calculation using models, aimed at 
rationalization of economic policy. 
price inflation: general rise in prices. 
production function : the way in which the level of output 
depends upon the inputs of productive factors. 
productivity: the volume of production divided by the 
quantity of factors of production (output divided by the total 
of all inputs). 

PROPENSITY to CONSUME: Consumption divided by national 
income. 

PROPENSITY TO IMPORT: imports divided by national income. 
PROPENS ITY TO SAVE: that part of income that is saved; savings 
divided by national income. 

QUANTITY theory: theory of the value of money, starting from 
the quantity of money. 

rate of exchange: price of foreign currency in terms of the 
currency of one’s own country. 
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.-vvoii- ifcMwtvMV m\ see the latter. 

S^Rtssvot; cowttawt-. TOHttoet V\ve esXwA \o 

v;Vv\c\\ a \aT\afe\t YtvRuttvcfcs l\vt depttvdenl variable. 
regression equation*, connexion between a quantity (the 
dependent variable) and a number of others influencing it 
(independent variables). 

revaluation: reducing the price of foreign currency; not to 
be confused with reflation. 

sheep: investors who are neither bulls nor bears, and who there¬ 
fore believe that shares will remain at their current prices. 

TARGET variable: the quantity in a model which the govern¬ 
ment aims at giving a certain value by influencing another 
variable (the instrument variable). 

TAX burden: tax revenue divided by national income. It is not 
a real burden, however strange this may seem. 

TOTAL expenditure FUNCTION: the connexion between total 
expenditure and national income. 

variable: quantity which changes, i.e. national income, prices, 
consumption. 

VELOCITY OF CIRCULATION OF MONEY: the number of times 
money changes hands per unit of time. 
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Note on Further Reading 


Of course all general textbooks contain chapters on macro¬ 
economics. Take for instance P. A. Samuelson*s famous Econo¬ 
mics, An Introductory Analysis (1st edn, 1948, 9th edn, 1973) but 
there are at least fifty others. The original Keynesian system is 
explained by L. R. Klein {The Keynesian Revolution, 1950). 
Specialized textbooks on macro-economics are J. S. Hender¬ 
son’s National Income, Statics and Dynamics (1961) (a simple 
book) and G. Ackley’s Macroeconomic Theory (1961). The latter 
is by no means easy; it is good on expenditure analysis but very 
weak on the supply side (production functions are conspicuously 
absent). An excellent book is J. Aschheim and Ching-Hao Hsieh, 
Macroeconomics: Income and Monetary Theory (1969), though 
here again production theory gets only very limited space. 

Supply and the growth of productive capacity are classical 
subjects; they are dealt with in J. E. Meade’s A Neo-Classical 
Theory of Economic Growth (2nd edn, 1964) and R. M. Solow’s 
Growth Theory, An Exposition (1970). Both books are small and 
neat, but they require assiduous study. If you want to become 
acquainted with the pioneer articles on this subject by Harrod, 
Ramsey, Kaldor, Phelps and others you should study the Penguin 
volume on Growth Economics (ed. by A. Sen, 1970) - and it will 
depend upon your taste and ambition whether you find this 
impressive book stimulating or forbidding. It contains at least 
one summarizing article that nobody should miss: F. H. Hahn 
and R. C. O. Matthews: 'The Theory of Economic Growth’, 
which originally appeared in the Economic Journal, 1964. 

The macro-economics of the budget are to be found in A. 
Peacock and Shaw: The Economic Theory of Fiscal Policy {\91W 
The book is full of algebra but not very difficult. If the reader is 
interested in the way national income is shared between produc¬ 
tion factors and persons, my Income Distribution (1971) may be 
helpful, or the more scholarly work Income Distribution Theory 
(1971) by M. Bronfenbrenner. In the field of international trade 
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I recommend R. A. Mundell, International Economics (1968) and 
T, Scitovsky, Money and the Balance of Payments (1969). 

Monetary theory is flourishing as never before. A good sum* 
mary is W. T. Newlyn, Theory of Money (1962). A partisan 
viewpoint: M. Friedman, The Optimum Quantity of Money and 
Other Essays y 1969. 

The anti-growth arguments are, inter alia^ based on J. W. 
Forrester’s World Dynamics (1971). A must is, of course. The 
Limits To Growth (1972) by D. L. Meadows and his antigrowth 
men. 
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